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Objects of the Society 


“To cultivate, promote and disseminate knowledge and 
information concerning accountancy and subjects re- 
lated thereto ; to establish and maintain high standards of 
integrity, honor and character among certified public ac- 
countants ; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public; to protect the interests of its members and of the 
general public with respect to the practice of account- 
ancy ; to promote reforms in the law ; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
correspond and hold relations with other organizations 
of accountants, both within and without the United States 
of America ; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members ; to promote social intercourse among its 
own members and between its own members and the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects; 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 


—From the Certificate of Incorporation. 
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Co the Members 


A Happy New Year! 


Once again we greet a new year and observe 
the passing of the old. 


This is a changing world and the extent and 
direction of the change will depend to a great 


measure on our thinking and our actions. 


Even as the world is changing so is The New 
York State Society and its advancement will 
depend entirely on our thinking and our action. 


On behalf of the officers and directors of the 
Society, I pledge their cooperation 1 in working 
for the advancement of and for 
them and for myself wish you a Happy and 


Prosperous New Year. 
Sincerely yours, 


Morris C. TROPER, 
President. 
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CURRENT EVENTS 


Calendar of Events 


December 29—Special Meeting of 
the Board of Directors. 

January 5—Regular Meeting of the 
Board of Directors. 

January 9 — 7:45 P. M. — Society 
Meeting — Subject: Real Estate 
Accounting under the direction of 
the Committee on Real Estate 
Accounting. Location: Waldorf- 
Astoria Hotel, Lexington Avenue 
at 49th Street, New York City. 

March 20 — 7:45 P. M. — Society 


Meeting — Subject: to be an- 
nounced later. Location: Wal- 
dorf-Astoria Hotel, Lexington 


Avenue at 49th Street, New York 
City. 


Real Estate Accounting Topic for 
Discussion at January Meeting 


An interesting program has been 
arranged by the Committee on Real 
Estate Accounting under the chair- 
manship of Leonard Levine. 

Three speakers of prominence will 
address the meeting to which mem- 
bers of taxpayers associations and 
real estate organizations throughout 
the City have been invited. 

Real Estate Accounting and Tax 
Problems from the Point of View of 
the Real Estate Owner will be dis- 
cussed by Clarke G. Dailey, Presi- 
dent of the Real Estate Board of 
New York, and City Finances and 
Their Relation to Real Estate will 
be discussed by Joseph D. McGold- 
rick, Comptroller, City of New York. 
George V. McLaughlin, President of 
the Brooklyn Trust Company and a 
member of the Society, will speak on 
the Opportunities for the Certified 
Public Accountant in the Real Estate 
Field. 

The importance of the subject, its 
timeliness, and the prominence of 


the speakers who will address the 
meeting will provide an evening of 
real value to all members of the So- 
ciety and to the public. 


February Meeting Not Scheduled 

As provided in the By-Laws of the 
Society, the Board of Directors has 
dispensed with the February meet- 
ing due to the extra heavy pressure 
of work on all accountants at this 
time of the year. The regular March 
meeting of the Society is scheduled 
for March 20th. The subject to be 
covered will be announced at a later 
date. 


Comments on Chandler Bankruptcy 
Act by Credit Men 

The Uptown Credit Group, an 
affiliated Association of The National 
Federation of Textiles, Inc., and the 
Downtown Textile Credit Group 
have issued a statement on the 
Chandler Bankruptcy Act as fol- 
lows: 

“It is the general opinion of credit 
men that the Chandler Bankruptcy 
Act is a long step toward a progres- 
sive and constructive administration 
of debtors’ estates which find them- 
selves in such financial difficulties as 
require them to deal with creditors 
under Court protection. 

“They feel judges and bankruptcy 
referees particularly in the Southern 
and Eastern Districts of New York 
have tried to handle cases under 
the new Act constructively and in 
the interest of all concerned for 
which they are to be complimented. 

“However, there is one element 
which should be stressed particu- 
larly when lawyers and accountants 
are called upon to advise clients 
finding themselves in difficulties. 
We refer to the possibility of bur- 
dening the Courts with cases entirely 
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possible of solution through confer- 
ence with creditors and thus not only 
avoid taking unnecessary cases into 
the Courts but likewise minimize 
the cost of handling such cases both 
in the interest of debtor and credit- 
ors. 


“We reaffirm our belief that mat- 
ters concerning the affairs of in- 
volved debtors are fundamentally 
business problems which can often 
be solved by businessmen around the 
table and without involving the rou- 
tine and expense of court administra- 
tion. Our membership realizes the 
importance and necessity of the pro- 
tection which the Courts afford in 
many involved cases and does not 
hesitate to recommend Court action 
where it appears necessary and ad- 
visable. 


“We believe this to be a recognized 
fact that many cases find their way 
into the Courts which should never 
be there. However, the Courts have 
no authority to refuse or reject such 
petitions and once filed, there is no 
other course left but to administer 
such cases in the most constructive 
manner possible under the interpre- 
tation of the law. 


“Members of the legal and account- 
ing professions can be of material 
assistance in making the new Act an 
instrument of efficiency, where the 
protection of the Act is actually re- 
quired in the interest of their client. 
They can be equally helpful first by 
not burdening the Court with cases 
which do not need the protection of 
Section Ten or Eleven and second, 
when Court action is necessary, in 
the opinion of the debtor’s counsel or 
accountant, by making an effort be- 
forehand to confer with creditors. 
This will usually promote prompt 
and efficient progress towards a plan 
of settlement after the case is in 
Court. The new Act seems to con- 
template that both can cooperate 
much better when creditors are con- 
sulted in advance.” 


State Taxation Discussed at 
December Meeting 

The regular monthly meeting of 
the Society held on December 12th 
constituted the second part of the tax 
forum of the Society. 

Three papers on state taxation 
were delivered by members of the 
Committee on State Taxation and 
were printed in the December issue 
of this publication. 


Book Review 

Origin and Evolution of Double 
Entry Bookkeeping. By Edward Pera- 
gallo. American Institute Publish-. 
ing Company, New York, 1938. 156 
pages, $5. 

To trace the development of 
double-entry bookkeeping from its 
emergence in the Italian Renaissance 
through four and a half centuries is 
a task calling for painstaking re- 
search, careful selection of material, 
and skill in presentation. Edward 
Peragallo, Certified Public Account- 
ant, undertook this task, basing his 
work on the voluminous Montgom- 
ery Library at Columbia University. 
The result is a study which explains 
much about the origins of present- 
day practices and should give both 
practitioner and student a new per- 
spective. 

Pointing to examples of accounts 
kept by merchants and governmenis 
of the great Italian city states, Mr. 
Peragallo explains how the rudi- 
ments of double entry appeared; 
how the journal, the ledger, and 
other books came into being; and 
how the balance-sheet and the profit- 
and-loss statement grew out of busi- 
ness necessities. In doing so, he lays 
bare the essentials of the art of ac- 
counting and clarifies its origin pur- 
poses, showing them to be still its 
primary purposes. 

Accounting theory is treated too. 
As the importance of accounting was 
recognized and the demand for 
knowledge of the art grew, writers 
appeared who at first explained and 
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later undertook to rationalize it. The 
principal theories, which are now 
seen to have been incomplete or par- 
tial, are summarized in this book and 
the importance of their contribution 
to accountancy is indicated. Par- 
ticular attention is given to the value 
theory of accounts, the theory most 
closely related to modern practice. 

Straightforward in its approach, 
objective in its treatment of contro- 
versial matters, replete with ex- 
amples, and bearing every sign of 
the scholar’s devotion to truth—this 
is a book of definite value to every- 
one who is concerned with ac- 
counting. 


Accounting Releases of the 
Securities and Exchange 
Commission 


Continuing the series of account- 
ing releases by the Securities and 
Exchange Commission as published 
in the October issue of the Bulletin, 
the following two releases Nos. 9 
and 10 issued by the Securities and 
Exchange Commission are printed 
for the information of the members: 


Release No. 9. 
December 23, 1938 


The Securities and Exchange Commis- 
sion today announced the issuance of an 
additional opinion in its Accounting Series, 
dealing with the “balance sheet presenta- 
tion of preferred or other senior classes 
of capital stock having preferences on in- 
voluntary liquidation in excess of the par 
or stated value.” The opinion, prepared by 
William W. Werntz, the Chief Account- 
ant, in response to an inquiry, follows: 

“Inquiry has been made with respect to 
the proper presentation in statements filed 
with the Commission of preferred or other 
senior classes of capital stock having pref- 
erences on involuntary liquidation in ex- 
cess of the par or stated value. In such 
cases the method of presentation is of im- 
portance in order to reflect fully and ade- 
quately the equities of the various classes 
of stockholders, and to indicate the status 
of surplus particularly from a dividend 
standpoint. 

“As required by the regulations of the 
Commission there should be set forth in 
the balance sheet for each class of stock 
(1) the number of shares (a) authorized 


and (b) outstanding; (2) the par value per 
share or, if no par value, the stated or 
assigned value per share. if any; and (3) 
the aggregate capital stock liability thereof. 
In addition, it is my opinion that in the 
case of preferred stock the preferences on 
involuntary liquidation if other than the 
par or stated value, and the dividends in 
arrears, if any, should be shown (preferably 
in the balance shect) both per share and 
in the aggregate for each class of such 
stock. 

“As a means of further disclosure when 
the excess involved is significant there 
should be shown in the balance sheet o1 
in footnotes thereto (1) the difference be- 
tween the aggregate preference on _ in- 
voluntary liquidation and the aggregate 
par or stated value; (2) a statement that 
this difference, plus any arrears in divi- 
dends, exceeds the sum of the par or stated 
value of the junior capital and the surplus, 
if such is the case; and (3) a statement as 
to the existence of any restrictions upon 
surplus growing out of the fact that upon 
involuntary liquidation the preference of 
the preferred stock exceeds its par or stated 
value.” 

The Securities and Exchange Commis- 
sion also issued today the following state- 
ment of administrative policy in connec- 
tion with the problem discussed in the 
above opinion. 

“Tn addition to requiring disclosure of 
the pertinent facts outlined in the above 
opinion, it is the administrative policy of 
the Commission when the excess involved 
is significant to require as a means of 
further disclosure that there be filed as an 
exhibit an opinion of counsel as to whether 
there are any restrictions upon surplus by 
reason of the difference between the pref- 
erence of the preferred stock on involun- 
tary liquidation and its par or stated value 
and also as to any remedies available to 
security holders before or after the pay- 
ment of any dividend that would reduce 
surplus to an amount less than the amount 
by which the aggregate preference of such 
stock on involuntary liquidation exceeds 
its aggregate par or stated value. Such 
opinion of counsel should set forth any 
applicable constitutional and statutory pro- 
visions and should refer to any decisions 
which, in the opinion of counsel, are con- 
trolling.” 


Release No. 10. 
December 23, 1938 


The Securities and Exchange Commis- 
sion today made public an opinion in its 
accounting series as to the proper treat- 
ment of unamortized bond discount and 
expense applicable to bonds which, prior 
to maturity, have been retired out of the 
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proceeds of a sale of capital. The opinion, 
prepared by William W. Werntz, Chief 
Accountant, follows: 


“Question has frequently been raised as 
to the proper treatment to be accorded un- 
amortized debt discount and expense ap- 
plicable to bonds which, prior to maturity, 
have been retired by the use of funds de- 
rived from the sale of capital stock. As 
generally presented, the inquiry relates to 
the propriety of carrying such unamortized 
debt discount and expense as a deferred 
charge and amortizing it over the remain- 
ing portion of the original life of the re- 
tired bonds. 

“While it may be permissible to retain 
on the books and amortize any balance of 
discount and expense applicable to bonds 
refunded by other evidences of indebted- 
ness, similar treatment is not ordinarily ac- 
ceptable, in my opinion, when funds ‘used 
to retire the existing bonds are derived 
from the sale of capital stock. In such 
cases it is my opinion that, as a general 
rule, sound and generally accepted account- 
ing principles and practice require that the 
unamortized balance of the debt discount 
and expense applicable to the retired bonds 
should be written off by a charge to earn- 
ings or earned surplus, as appropriate, in 
the accounting period within which the 
bonds were retired.” 


Editor’s Note 

Most of the material contained in 
“The New York Certified Public 
Accountant” is serious in nature and 
perhaps none less so than that deal- 
ing with taxation. This month we 
include something in a lighter vein 
based on impromptu remarks made 
by Mr. Leonard I. Houghton of 
Saranac Lake, N. Y., made at the 
November Tax Meeting under the 
title “Swinging the Wildcat”. Mr. 
Houghton has restated his remarks 
by request of the Chairman of the 
meeting. 


James Park 


James Park, a senior partner of 
the firm of Park, Potter & Co., and 
a member of the Society since Octo- 
ber 1902, died at his home in South 
Nyack, on December 6, 1938, after a 
short illness. He was seventy-three 
years old. 

He leaves a widow, a daughter and 
three sons. 


Frank H. Woodruff, Jr. 


Frank H. Woodruff, Jr., a member 
of the Society since July 25, 1932, 
passed away suddenly on December 
6, 1938. Mr. Woodruff was also a 
member of the American Institute 
of Accountants and The New Jersey 
Society of Certified Public Account- 
ants. 

He is survived by his widow and 
three sons. 


Edward A. McAllister 


Edward A. McAllister, a member 
of the Society since October 14, 1936, 
died after a short illness on Decem- 
ber 15, 1938. 

Mr. McAllister was also a membe1 
of the American Institute of Ac- 
countants. 

The Society has suffered a real 
loss in the passing of these members. 


Dinner to Mr. Benson 


The profession of accounting, act- 
ing through the American Institute 
of Accountants and The New York 
State Society of Certified Public Ac- 
countants, will tender a dinner to 
Philip A. Benson, newly-elected 


president of the American Bankers 
Association, on Monday evening, 
January 30 next. The dinner will be 
held at the Waldorf-Astoria Hotel 
in New York. 

Mr. Benson is a certified public ac- 
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countant, and a member of The New 
York State Society of Certified Pub- 
lic Accountants. The purpose of the 
dinner is to honor Mr. Benson as a 
distinguished member of our pro- 
fession who has achieved the highest 
elective office in the field of organ- 
ized banking, a profession closely 
related to our own. 


Colonel Robert H. Montgomery, as 
past president of both the American 
Institute of Accountants and of The 
New York State Society, will be 
toastmaster at the dinner. President 
Clem W. Collins of the American 
Institute will extend to Mr. Benson 
the felicitations of the accounting 
profession. Victor H. Stempf, first 
vice-president and acting chairman 
of The New York State Society, will 


extend the good wishes of that 
Society to its honored member. 
Morris C. Troper, president of the 
Society, is at present in Europe. 

A large attendance of members of 
the profession and their guests * 
urged at the dinner. Tickets will b 
six dollars each. Reservations may 
be made with Wentworth F. Gantt, 
Room 1602, 30 Broad Street, New 
York. 

A large sponsoring committee is 
being formed for the dinner. The 
members of the committee will in- 
clude the presidents of state societies 
of certified public accountants ; offi- 
cers and members of council of the 
American Institute of Accountants 
and the officers and directors of The 
New York State Society. 


ELECTIONS 


The following is a list of associate 
members advanced to membership, 
members and associate members 
elected to membership in the Society 
at a meeting of the Board of Direc- 
tors held on December 8, 1938: 


Advanced to Members 
Bernard Bloch, 45 W. 45th Street, 
With J. B. Kass & Co. 


Henry E. Greene, 120 Broadway, 
With Barrow, Wade, Guthrie & Co. 
Herman Jacoby, 1450 Broadway, 
Of Bregman & Jacoby. 
Edward F. Jannott, State Office Bldg., Albany, 
With Public Service Commission. 
Maurice M. Kratter, 535 Fifth Avenue, 
With Maurice Scopp and Co. 
Adlai Richard Lewis, 269 Newbury Street, 
Boston, Mass. 
Harold H. Rosenblum, 1451 Broadway. 


Burton Rosenthal, 92 Liberty Street, 
With Samuel M. Kanarick. 


Morris Sheinberg, 1440 Broadway, 
Of Unity Audit Company. 


Bernard Slavitt, 199 Main St., White Plains. 
William Tanklow, 233 Broadway. 


Edward Charles Weil, Jr., 56 Pine Street, 
With Price, Waterhouse & Co. 


Harry R. Weyrich, 22 E. 40th Street, 
With Haskins & Sells. 


George F. Wyman, 56 Pine Street, 
With Price, Waterhouse & Co. 


Membership 


Richard H. Adams, 10 E. 40th Street, 
With Martin Kortjohn & Co. 


Arsene C. Bekaert, 17 Lexington Avenue, 
With School of Business & Civic Admn., 
The College of the City of New York. 

Edmund F. Bowen, 11 Park Place, 

Of Mahoney, Bowen & Company. 


Frank Joseph Donohue, 67 Broad Street, 
With Haskins & Sells. 


John S. Fogel, 1440 Broadway. 


Gustav A. Gomprecht, 1 Wall Street, 
With Main and Company. 
Louis Gotkin, 370 Seventh Avenue. 
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Elections 


Matthew A. Hall, 1716 Rand Bldg., Buffalo, 
With Price, Waterhouse & Co. 


Francis John Kelly, 80 Maiden Lane, 
With Touche, Niven & Co. 


Herman Koch, 152 W. 42nd Street, 
Of Koch & Putterman. 


Arthur W. Kress, 80 Broad Street, 
With Loomis, Suffern & Fernald. 


Leopold Lapidus, 9031 Ft. Hamilton Parkway, 
Brooklyn. 


George H. McGay, 80 Broad Street, 
With Loomis, Suffern & Fernald. 


Melvin Dewey Moersh, 100 Broadway, 
With F. W. Lafrentz & Co. 


Frederick E. Padolf, 233 Broadway. 


Allen Richard Schaedel, 80 Maiden Lane, 
With Touche, Niven & Co. 


Edward Earl Schlanger, 305 E. 45th Street, 
Of Schlanger & Mestel. 


Leon Emery Williams, 2 Wall Street. 


Associate Membership 


Max Abramowitz, 342 Madison Avenue, 
With Benjamin H. Sheft. 


Abraham Ackerman, 1450 Broadway, 
With Price & Lenley. 


Edward Truman Beckwith, 415 Empire Bldg., 
Syracuse, 
With Barrett J. Beckwith. 
Sol B. Birkenfeld, 101 Cooper Street. 


Robert A. Burgholzer, 7 Hanover Square, 
With W. R. Grace & Co. 


Robert Henry Cowlishaw, 80 Broad Street, 
With Loomis, Suffern & Fernald. 

William Joseph Doran, 125 Park Avenue, 
With S. D. Leidesdorf & Co. 


Theodore Henry Fenske, 300 Fourth Avenue, 
With Melchior, Armstrong, Dessau Co. 


Mary Firstenberg, 31 Nassau Street, 
With Eppler & Co. 
Philip C. Gallagher, 21 N. Main Street, 


Port Chester, 
With Singer & Miller. 


Alexander Gross, 152 W. 42nd Street, 
With B. Harry Levine. 


William James Hanley, Lake Wales, Fla. 
Comptroller, Mountain Lake Corporation. 


W. Ralph Keen, 52 William Street, 
With Crafts & Zirkle. 


Frederick E. Koehner, 56 Pine Street, 
With Price, Waterhouse & Co. 


Richard Littlefield, Avenue H and Bedford 
Ave., Brooklyn. 
With Brooklyn College. 


Morton Charles McGraime, 22 E. 40th Street, 
With Haskins & Sells. 


Harry E. Milchin, 29 Broadway. 


Peter M. Murray, 551 Fifth Avenue, 
With Horwath & Horwath. 


Samuel Oser, 270 Broadway. 


Julius E. Rhodes, 50 Lafayette Street, 
With Emergency Revenue Division, Dept. 
of Finance, City of New York. 


Robert Lamar Spotts, 6925 Fourth Avenue 
Brooklyn. 


Aubrey B. Stern, 62 W. 26th Street. 


Herman A. Stich, 17 E. 42nd Street, 
Of H. A. Stich Company. 


John Henry Thompson, 55 Broad Street, 
With Manufacturers Trust Company. 


Isidor Tiktinsky, 620 Manida Street. 


Jackson McChesney Viol, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 


Eat L. Washburn, 100 Washington Square 
ast, 
With New York University. 


The number of members as of 
December 31, 1938, is as follows: 


Associate Members.. 333 


177 


Members 
Total........... 3,124 
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The Retention of Accountants and Their 
Compensation under the Chandler Bill 


By EMANUEL CELLER, Member of Congress 


I shall limit myself to Chapter X 
of the Generally Revised Bankruptcy 
Act known as the Chandler Bill. Said 
Chapter X embraces Corporate Re- 
organizations and is a revision of 
what was commonly known as Sec- 


tion 77B of the old Bankruptcy Act. 


Chapter X on corporate reorgani- 
zation should be examined and 
studied carefully by accountants. It 
will become increasingly important 
as time goes on. It should result in 
greater employment and be the 
source of greater revenue to account- 
ants. You should familiarize your- 
selves as to the purposes sought by 
its provisions, the meaning of the 
statutory terms used and the general 
procedure in a corporate reorganiza- 
tion as laid down by Chapter X. 


A brief scanning of Chapter X will 
show you that lawyers, marshalls, 
receivers and managers are men- 
tioned in the Act and their compen- 
sations are provided for. Frankly, 
the compensation to be accorded ac- 
countants as per Chapter X is not 
very definite or clear cut. 


What is the result? In a sense the 
Act fails to protect accountants ade- 
quately. 


Lawyers are not compelled to fix 
in futuro the value of their services. 
Accountants likewise should not. To 
admeasure at the threshold a service 
that is indefinite and uncertain is un- 
fair and inequitable. It is a burden 
you should refuse to carry—a stigma 
you should avoid. Buying the ser- 
vices of an accountant and the valu- 
ing of his services is not like buying 
a ton of coal or a peck of pota- 
toes. An accountant’s compensation 


should be measured after and not be- 
fore the work is performed. 


General Provisions 


Accountants should have a work- 
ing knowledge and understanding of 
Chapter X. I cannot go into intricate 
details. I shall give a bare outline of 
its plan and purposes. 

The amendments we in Congress 
adopted in 1933 and 1934 to the old 
1898 Bankruptcy Act were entitled 
“Proceedings for the Relief of Debt- 
ors.” Prominent in those amend- 
ments was the so-called Section 77B. 
We were then in the midst of the 
aftermath of the panic of 1929. The 
depression had seized the nation and 
held business as in a vise. It was es- 
sential to help debtors rather than 
creditors. Section 77B for reorgani- 
zation of helpless yet often solvent 
corporations and other amendments 
for relief of other overburdened 
debtors were essential. 

Most corporations and debtors 
caught between the upper and 
nether mill stone of the depression 
have by now been relieved. The ques- 
tion arose as to whether a halt should 
not be called. Debtor relief may have 
gone too far. Investors and credi- 
tors were becoming chary of risking 
their funds in the face of possible re- 
organizations favoring utterly the 
debtor and discriminating greatly 
against the investor and creditor. 

Commissioner W. O. Douglas, of 
the Securities and Exchange Com- 
mission, who testified before the 
House Judiciary Committee, put it 
this way: 

“There is, admittedly, a wide- 
spread and national investor interest 


Presented at the Sixteenth Annual Fall Conference of The New York State Society of 
Certified Public Accountants on October 24, 1938. 
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in these reorganization proceedings. 
Certainly in the larger cases, the se- 
curities are widely held. The hold- 
ings are small and individual action 
by the security holders to protect 
themselves, is, in many cases, out of 
the question. They either lack the 
funds, or the skill, the acumen or the 
initiative to take matters into their 
own hands. They are frequently 
without any adequate representation 
in the proceedings. Even should 
they desire to organize for mutual 
protection, they normally will find 
that the lists of their fellow security 
holders are not readily available. 
They are at the mercy of the inside 
groups—the management (i.e. the 
debtor) and the investment bankers. 
And the records show that these in- 
side groups frequently have objec- 
tives which are incompatible with the 
objectives of investors. For such 
reasons the interests of reorganizers 
and the interests of investors are 
often incompatible. The problem be- 
comes one of making it more prob- 
able that the investor interest will be 
ascendant and dominant.” 

We heeded these pleas and passed 
Chapter X, and made a thorough re- 
vision of the terms of Corporate 
Reorganization primarily in the in- 
terests of creditors not debtors. The 
situation is now reversed. 

This new law establishes a better 
balance between the rights of credi- 
tor and debtor and should restore the 
former confidence of creditors and in- 
vestors. It should establish a firmer 
and sounder credit relationship and 
this will benefit both creditor and 
debtor. Credit should become easier 
because creditors are given greater 
protection. New financing should 
become less difficult. 


The amendments went into effect 
September 22, 1938, three months 
after the President affixed his signa- 
ture to the bill. 

The most important change in the 
Corporation Reorganizations Chap- 
ter is to divorce the whole procedure 


from the management of the corpo- 
ration debtor. The debtor is no 
longer in the saddle. The creditor is. 


In every case where the indebted- 
ness equals or exceeds $250,000, the 
Court must appoint a disinterested 
person or entity as Trustee. Where 
the indebtedness is less than $250,- 
000. the Court may permit the debtor 
to remain in possession as is the case 
under the old Section 77B or, in his 
discretion, appoint:a disinterested 
trustee. The Chapter clearly defines 
what is meant by a disinterested 
trustee. A creditor or stockholder is 
interested. Therefore, he is barred. 
To be a disinterested person, one 
must have had no direct connection 
with the debtor during the preceding 
five years. The underwriter of the 
securities of the debtor is taboo. To 
be disinterested, one cannot have 
been attorney for the debtor or 
underwriter of its securities; must 
not, for two years previously, have 
been a director, officer or employee 
of the debtor. In a word, a disinter- 
ested person is one who “has no in- 
terest materially adverse to the 
interest of any class of creditor or 
stockholder.” 


The Trustee, when instructed by 
the Court, must investigate the gen- 
eral conditions of the debtor, the 
cause of its difficulties, its financial 
condition and the worthwhileness of 
continuing business. The Trustee 
upon reasonable suspicion, must in- 
vestigate as to misappropriation of 
money or property. He must investi- 
gate the charges of fraud, miscon- 
duct or mismanagement, or irregu- 
larities against the management. The 
Trustee shall submit his report to the 
Court as well as to all parties inter- 
vening and interested. Where the 
liabilities are less than $250,000 a 
similar investigation may be directed 
by a disinterested examiner to be 
appointed by the Court, even though 
the debtor should remain in posses- 
sion. The discharge of these duties 
is mandatory upon the Trustee. 
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In all this work the Trustee will 
undoubtedly have use for account- 
ants. They are indispensible to 
him. I cannot see how he can 
otherwise properly perform his 
duties. Yet accountants are not 
mentioned. A_ soldier could do 
without his musket, if a Trustee 
under Chapter X could do without 
his accountant. How otherwise 
than by an impartial audit by a 
disinterested accountant could a 
Trustee “smell” fraud or irregular- 
ities and skullduggery must less 
definitely put his finger upon it 
and cause wrongs, if any, to be 
righted. 


The Trustee becomes the guiding 
spirit in the promulgation and evo- 
lution of the plan or reorganization ; 
he must assemble the salient facts 
for the benefit of the Court and 
creditors and committees so that all 
can test the plan of reorganization 
submitted as to its fairness and 
equity. This would involve not only 
customary financial and _ business 
matters, but also factors relating to 
the ability and bona fides of the old 
management, as well as existence of 
claims which the estate may have 
against officers, directors, invest- 
ment banks and others. All of which 
shall require patient and lengthy in- 
vestigations. In the conduct thereof, 
accountants are necessary. 


The Act is silent as to mode or 
manner of such investigation or 
audit. I would amend the Act so as 
to provide for a compulsory new 
audit by disinterested accountants 
to be hired by the Trustee, unless 
the Court determines, after notice 
and hearing, that such an audit is 
needless and too costly. Similarly 
investors’ committees, creditors’ 
committees and other parties inter- 
ested, shall have the untrammelled 
right (definitely stated in the Act 
in clear cut language), to petition 
upon notice the Court and upon good 
cause shown, to have an independ- 


ent, thorough-going audit at the 
expense of the estate. 

I have a case in mind—a reorgani- 
zation under 77B involving over 150 
million dollars, pending over three 
years. A plan has been submitted to 
creditors. It has the imprimatur of 
the Court and has been accepted by 
those holding over 65 million dol- 
lars worth of claims. Strangely 
enough, to date there has been no 
thorough, independent audit. The 
reason assigned for failure of such 
audit is the tremendous expense. 


Yet, if I were a Trustee, I would 
insist upon the audit, regardless of 
expense. Trustees may be held per- 
sonally liable for acts of omission or 
commission, even if only discovered 
many years subsequent to their man- 
agement and/or liquidation of the 
Estate. They may be perfectly in- 
nocent of wrong-doing during their 
tenure. An audit, however, might 
have directed them upon a course of 
action that would have greatly aug- 
mented the value of the Estate. 
Their guilt, if any, was their failure 
to cause an independent, complete 
audit. Such failure might saddle 
them with serious penalties. 

Trustees should beware. Under 
almost any set of circumstances, be 
the Estate large or small, they should 
demand a new audit by new account- 
ants. The Act should be amended 
to point in that direction. Audits 
should be encouraged, not discour- 
aged, by failure of language in the 
Act. 

The Courts presently do not seem 
to have any set or well defined gen- 
eral rule or plan for the retention 
of accountants in reorganization 
proceedings. Petitions by creditors’ 
committees to intervene in 77B pro- 
ceedings sometimes did and often 
might not contain requests for re- 
tention of accountants. Where an 
order of retention was issued, of 
course, there was no question, save 
the fixing of allowances. But where 
there was no such order, then some 
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judges granted allowances if the 
services aided the estate and helped 
effectuate a plan of reorganization, 
whereas other judges denied allow- 
ances and relegated the accountants 
to seek compensation from their 
committees, their immediate em- 
ployers. 

The Chandler Act should have 
cleared up this vexatious situation 
but did not. 

One of the reorganization bills 
originally offered specifically pro- 
vided for compensation for account- 
ants (H.R. 12889—74th Congress, 
2nd session). That provision, how- 
ever, did not appear in the final draft. 
It got lost in the shuffle. You ac- 
countants should have followed the 
proceedings and insisted upon its 
inclusion in the bill as passed. 

The warrant, therefore, for com- 
pensation to accountants in re- 
organization proceedings can now 
only be spelled out of Article XIII 
of Chapter X entitled: “Compensa- 
tion and Allowances,” and which in 
part reads: 


“reimbursement for proper costs 
and expenses incurred in proceed- 
ing xxxx by the trustee and other 
officers xxx and their agents.” 


That is not much of a peg for ac- 
countants to hang their allowances 
on—but it will have to do—at least 
until the act can be amended. 
Accountants may ground, (but 
not with safety) their application 
for allowances, also upon one of 
the General Orders in Bankruptcy 
promulgated by the U. S. Supreme 
Court in pursuance of powers con- 
ferred upon it by the Constitution 
and also in pursuance of Section 30 
of the old Bankruptcy Act. Section 
30 empowers the Supreme Court to 
make all necessary rules and orders 
to carry out the purposes of the 
Bankruptcy Act of 1898 as amended. 
Under said Bankruptcy Act the 
Supreme Court empowered (by gen- 
eral Order No. XLV) the reten- 


tion of accountants. Such retention 
covered Section 77B reorganizations 
and the hiring of accountants in such 
reorganizations, because Section 77B 
was a part of the old Bankruptcy 
Act. 

I suggest that you Accountants 
petition the Supreme Court to issue 
a new General Order empowering 
your retention and compensation in 
reorganization under Chapter X of 
the Chandler Act before there is 
trouble. 

Furthermore the aforesaid Gen- 
eral Order No. XLV provides that 

“No xxxxx accountant shall be em- 
ployed by a receiver or trustee except 
upon order of the Court expressly 
fixing the amount of the compensa- 
tion or the rate or measure thereof.” 

Thus the provision is only made 
for retention of accountants by re- 
ceiver or trustee. Creditors, Stock- 
holders or Bondholders Committees 
or any other Committee are not 
mentioned. Such order should be 
amended, therefore, to include “credi- 
tors’ committee.” “stockholders’ com- 
mittee,” “bondholders committee.” 

Again Bankruptcy Rule No. V of 
the Southern District of New York 
provides: 

“No receiver or trustee shall employ 
an accountant except upon specific 
order of the Court, etc.” Thus ac- 
countant’s retention is limited to re- 
ceiver or trustee. Such order should 
include ‘creditors’ committee”, “stock- 
holders committee,” “bondholders com- 
mittee.” 

At the present juncture account- 
ants render services to any persons 
other than receiver or trustee at 
their peril, and at that, they should 
not work even for receivers or trus- 
tees without first having obtained a 
certified copy of the order of the 
Court authorizing their retention. 
The Court may often empower the 
Referee to sign such authorization. 

Be it also remembered any ser- 
vices rendered by the accountant 
prior to the date of the order of the 
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Court cannot be paid for. Of course, 
the Court may blink an eye and com- 
pensate for such prior service. But 
such payment is irregular. Some- 
times the Court will sign an order 
“Nunc Pro Tunc” (now as of then), 
where services were performed with- 
out an order. Such orders are rare. 

But I repeat the Courts have no 
general rule for the hiring of ac- 
countants in reorganizations. But 
even though no order of retainer has 
been requested, compensation has 
been granted in numerous cases. 

It is imperative that some definite 
plan of retention of accountants be 
adopted, especially with the new 
provisions as to disinterested trus- 
tees and creditor control, otherwise 
we will have confusion worse con- 
founded. It is indeed ridiculous for 
one judge to sign an order permit- 
ting a creditors’ committee retain 
an accountant and have a second 
judge of the same court refuse to 
sign such an order. 

Where no orders of retention 
have been obtained by stockholders’, 
bondholders’ or creditors’ commit- 
tees, some judges nevertheless have 
allowed accountants compensation 
while others have withheld their 
signatures from such orders. Mean- 
while, the accountants may have to 
whistle for their money. 

Until the law is clarified by suit- 
able amendment and/or until Gen- 
eral Orders—or Local Rules govern- 
ing Reorganizations—a.e changed, 
in the interests of accountants, I 
strongly advise that none of you ren- 
der services in any reorganization 
proceedings under Chapter X for a 
creditors’ committee, a bondholders’ 
committee, a stockholders’ commit- 
tee, reorganization manager, trustee, 
attorney for trustee, or for any com- 
mittee, unless and until you have in 
your possession a certified copy of 
the order of your retention. 

Recent cases under 77B lay down 
the principle that only those (includ- 
ing accountants) can receive com- 


pensation who “rendered services 
that contributed and aided in the 
solution of the problems which con- 
fronted the company and in the 
achievement of the rehabilitation 
under the Act.” 

(Teasdale v. Sefton National Febre 
Can Co. 85 F 2nd page 381 decided in 
our Circuit Court of Appeals.) The 
same yardstick of compensation will 
undoubtedly be applied under Chap- 
ter X of the Chandler Act. 

Oft times there may be several 
bondholders’ committees or rival 
stockholders’ committees. You must 
exercise caution. The Court may 
deny compensation to accountants 
representing a small committee where 
there is a larger and more repre- 
sentative committee of the same 
class of investors or creditors. (See 
in re Paramount Publix Corp. 12 F 
supp. 823). 

If a Committee say of bondholders’ 
in Delaware retain accountants the 
Court might readily deny compen- 
sation to accountants retained by a 
second bondholders’ committee in 
New York on the ground of need- 
less, duplicated expense. 

In no event will accountants be 
paid whether hired by a committee 
of creditors or investors unless their 
work aided materially in effecting re- 
organization or was beneficial in 
some material way to the estate. 

Further, courts smarting under 
criticism of expensive reorganiza- 
tions are bending backwards, and 
in many instances, have become un- 
duly parsimonious in compensation 
of accountants and attorneys. Most 
decisions now stress the necessity of 
economy in administration of estates 
in reorganization. 

Some Salient Provisions 
of Chapter X 

Under Chapter X the Court sets 
a period of time within which the 
Trustee is to prepare and file a plan 
of reorganization. Trustees, how- 
ever, may give the Court reasons 
why it would be improper or un- 
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feasible for a plan to be filed. Also 
notice is given to the creditors and 
stockholders and all those who have 
intervened to offer suggestions and 
ideas as to the formulation of a plan. 
Creditors and stockholders may also 
submit plans within a_ specified 
period. Under the old 77B a trustee 
was precluded from proposing and 
filing a plan. Now, the Trustee, in- 
stead of the debtor and the debtor’s 
banker or underwriter or groups of 
stockholders friendly to the debtor, 
assumes the captaincy and _ leader- 
ship in the promulgation and formu- 
lation of a plan of reorganization. 
In a case where a Trustee is not 
appointed and the debtor remains in 
possession, that is where the indebt- 
edness is under, $250,000, the Court 
may instruct an impartial and dis- 
interested examiner to file a plan. 

In the majority report to the 
House Judiciary Committee, we read 
the following: “Under the bill the 
independent trustee will serve as the 
focal point for formulating and nego- 
tiating a plan of reorganization. 
This important function, under the 
present system, has been left to the 
outside few. That, normally, has 
meant leaving it to the management 
and investment bankers. It should 
no longer be left in those hands 
since those persons too often have 
interests conflicting with those of 
the investors.” 

I humbly hope that the point of 
view herein expressed will yield 
good results. I am not so sure. In 
the first place, I suspect that this 
insistence upon the independent trus- 
tee may make corporate reorganiza- 
tion proceedings somewhat unpopu- 
lar with many managements. In 
other words, there will be a disincli- 
nation to embark upon the remedy 
of corporate reorganization with 
disinterested trustees because the 
management in the reorganization 
and after the reorganization will 
have no assurance that it will retain 
its possession of control. 


Securities and Exchange 
Commission 

Permit this other observation con- 
cerning the prohibition against the 
debtor presuming to offer a plan of 
reorganization. 

In a colloquy at the hearings be- 
fore our Committee, Commissioner 
Douglas insisted that the debtor be 
precluded from filing the plan. I 
stated as follows: “Between you 
and me, it does not make a bit of 
difference who proposes the plan, 
because, in practice, this is what 
happens: 

“Under the present regime, the 
Trustee, for example, cannot file a 
plan. A trustee sits down at the 
table and discusses the plan as 
formulated by the debtor. How- 
ever, before the day is over, it be- 
comes the trustee’s plan if the trus- 
tee or the trustee’s lawyer is astute 
enough and shrewd enough. It is 
a give-and-take proposition. It be- 
comes a matter of bargaining. So, 
in the final analysis, it does not make 
a particle of difference who submits 
the plan in the first instance, because, 
from a practical standpoint, every- 
body contributes to it, as it is a 
give-and-take proposition and it is 
arrived at by compromise.” 

I stated that as a result of my 
experience. I have participated in 
numerous reorganization proceed- 
ings. 

Experience has taught me that 
plans become an absolute compro- 
mise of all parties interested. After 
days of deliberations and strivings, 
a plan that may have originally been 
submitted by the debtor under old 
77B is hardly recognizable. Under 
Chapter X, the plan that will be 
submitted by the Trustee will like- 
wise become a reservoir of compro- 
mises, suggestions and amendments 
by all parties concerned including 
the debtor. 

/Under the new law, after a plan 
has been filed with the Court, the 
Judge sets a time for a preliminary 
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hearing on the plan as submitted. At 
that time, objections or amendments 
are considered by the debtor or any 
creditor or stockholder. At this 
hearing, additional plans may be 
filed by the debtor, creditor or stock- 
holder. After the hearing or before 
formal approval of plan or plans, 
the Judge is in duty bound to sub- 
mit the proposed plan or plans to 
the Securities and Exchange Com- 
mission for its report, if the indebted- 
ness of the debtor exceeds $3,000,000. 
He need not submit the plan or plans 
to the Securities and Exchange Com- 
mission if the indebtedness is $3,- 
000,000 or less. The report of the 
Securities and Exchange Commis- 
sion, however, is purely advisory 
and not mandatory. The Judge may 
also set a time wherein the Securi- 
ties and Exchange Commission must 
render such advisory report. If the 
report is not rendered within such 
time, the Court may disregard any 
action of the Securities and Ex- 
change Commission. 

When this particular provision 
was being considered by the Judici- 
ary Committee in its round table dis- 
cussion, I drew the attention of the 
Committee to the fact that Chapter 
X for the first time projects the 
Securities and Exchange Commis- 
sion into the proceedings of the 
Judicial branch of the government. 
Until this time, the administration 
of bankruptcy had been entrusted to 
the exclusive jurisdiction of the 
courts. The only exception had been 
railroad reorganizations under Sec- 
tion 77 of the old bankruptcy act, 
where the approval of the Interstate 
Commerce Commission was essen- 
tial and requisite before a railroad 
reorganization could be consum- 
mated. 

Originally, the proponents of the 
Chandler Act insisted that in every 
case the Securities and Exchange 
Commission be called in; that its 
favorable opinion of the plan be 


made a condition requisite to final 
approval by the Court. I had strenu- 
ously objected to making the opin- 
ion of the Securities and Exchange 
Commission mandatory and my col- 
leagues finally agreed with me and 
its opinion was made advisory only. 

I also pointed out that the refer- 
ring of railroad reorganization plans 
to the Interstate Commerce Com- 
mission had not proved successful. 
Result had been a divided responsi- 
bility. The Court repeatedly re- 
ferred disputing parties to the Com- 
mission for settlement of difficulties 
and vice versa. Each one took the 
position that until the other acted, 
it was unnecessary for it to bring 
an issue on for trial before the tri- 
bunal applied to. Will the resu!t 
be any different in the case of cor- 
porate reorganization with the Se- 
curities and Exchange Commission 
made a part of the procedure? Only 
time will tell. It should be noted 
that only one small railroad, insofar 
as I am given to understand, has 
been reorganized under Section 77, 
although many railroads have been 
in bankruptcy or receivership for 4 
number of years. 


Labor Unions 


The original bill, at the sugges- 
tion of the Securities and Exchange 
Commission, provided that labor 
unions and employees association 
shall have the right to be heard on 
the economic soundness of the plan 
or any provisions thereof affecting 
the interests of employees. Con- 
siderable objection was voiced to 
such mandatory right of labor 
unions. It was pointed out that 
labor, in such connection, had no 
property rights and it was question- 
able as to whether or not such pro- 
vision would be constitutional. After 
considerable argument, a compro- 
mise was effected and Section 206 
now reads that labor unions or asso- 
ciations, for cause, shown, might be 
permitted by the Judge to be heard. 
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Are of Particular Interest to Accountants 


By Jacos I. WEINSTEIN, Attorney at Law 


HE Chandler Act has been de- 

signed to strengthen and modern- 
ize the bankruptcy law in all its phases. 
While it does not deal specifically 
or expressly with the services to be 
performed by accountants under the 
Act, it does make a number of 
changes in procedure which affect 
the scope and nature of such services 
in many important respects. 

Where an accountant is called in 
to assist in the preparation of a case 
in which an adjudication is contested 
and the act of bankruptcy is put in 
issue, he should be on notice with re- 
spect to two important changes. 


1. With regard to the appoint- 
ment of an equity receiver consti- 
tuting an act of bankruptcy, the 
Chandler Act now provides that 
such appointment shall be an act 
of bankruptcy not only where the 
debtor is insolvent in the bankruptcy 
sense, but also where he is insolvent 
in the equity sense; that is, where 
the debtor is unable to pay the debts 
as they mature. 

2. With regard to the second act 
of bankruptcy, which, as you may 
recall, deals with a preferential trans- 
fer by an insolvent debtor made by 
him within four months before his 
bankruptcy, it is now provided that 
the running of the period of four 
months shall not commence until 
the transfer has become so far per- 
fected that it would be good against 
the whole world. Since insolvency 
is a necessary element of this act 
of bankruptcy, the question arises 
as to whether insolvency must exist 
as of the date when the transfer was 
actually made or as of the date when 
it became perfected, or whether it 


may be asserted as of either date. 
To illustrate, a debtor creates a 
chattel mortgage on January 2, 1938, 
which is not recorded until May 3, 
1938. Assuming that, under applic- 
able State law, the chattel mortgage 
must be recorded in order to be valid 
against a bona fide purchaser or an 
execution creditor, the running of 
the four months’ period, for the pur- 
poses of this act of bankruptcy, 
would not commence until the re- 
cording of the instrument on May 
3, 1938. The Chandler Act provides 
that it is sufficient if the insolvency 
exists as of either date. In other 
words, in the case of our illustration, 
it may be asserted as of January 2, 
1938, when the chattel mortgage 
was actually created, or as of May 
3, 1938, when it was recorded. Thus, 
the debtor may have been solvent on 
the first date, and yet, if insolvent on 
the second date, he has nevertheless 
committed this act of bankruptcy. 


Section 7, which deals with the 
duties of bankrupts, has been strength- 
ened and expanded in several re- 
spects with which accountants should 
be familiar. The time for the filing 
of schedules has been changed. It 
is now required that the schedules 
be filed with the voluntary petition 
and, in the case of an involuntary 
proceeding, within five days after 
the adjudication. However, the time 
for filing may be extended, but as 
a condition for such extension the 
debtor must file a complete list of 
his creditors. 

The Chandler Act has made con- 
tingent debts and contingent con- 
tractual liabilities probable, and re- 
quires such claims and also all un- 
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liquidated claims to be filed within 
the mandatory period of six months. 
It also permits the allowance of a 
contingent claim for its present esti- 
mated value, where such value can 
be reasonably estimated. Accord- 
ingly, the bankrupt is required to 
specify in his schedule the debts 
which are contingent and unliqui- 
dated. He must also indicate the 
debts which he disputes. 

The bankrupt must not only ex- 
amine but also report to the trustee 
the correctness of all proofs of claim 
filed against the estate. While this 
duty is imposed upon the bankrupt, 
the actual examination of the proofs 
will no doubt be made by his 
accountant. 

A new duty has been imposed upon 
the bankrupt, requiring him to file 
within five days after the adjudica- 
tion a statement of his affairs. The 
Act provides that the Supreme 
Court shall promulgate a form of 
such statement and, until it is 
promulgated, it would be premature 
to discuss its scope and content. 

It is now made mandatory that 
the bankrupt be fully examined in 
every case. Until he is fully ex- 
amined, the hearing on his discharge 
cannot be had. This change meets 
the criticism against the prior law 
that a bankrupt was _ frequently 
granted a discharge without any in- 
quiry, or without adequate inquiry, 
into his prior acts, conduct and prop- 
erty. Thus, every bankrupt, and like- 
wise every debtor under Chapters 
10, 11, 12, and 13, will be obliged to 
furnish a proper accounting of his 
property. 

Another important change has 
been made with respect to the 
burden of proof in “turnover” pro- 
ceedings. The setting up of an ac- 
count in a “turnover” proceeding 
has been the nightmare of account- 
ants. The four essential elements 
are, the opening inventory, the pur- 
chases during the accounting period, 
the sales during the accounting 


period, and the closing inventory. 
In order to meet the decisions, it is 
necessary to reduce these elements 
to a common denominator, usually, 
of cost. With respect to the open- 
ing inventory and the purchases, the 
ascertainment of cost from the books 
and records of the bankrupt, or from 
other reliable sources, is not diffi- 
cult. However, the books and records 
of a bankrupt rarely furnish the cost 
of the sales or of the closing inven- 
tory, or the information which would 
enable the accountant to determine 
such cost. 

A fraudulent bankrupt has fre- 
quently succeeded in defeating a 
“turnover” proceeding by the blanket 
statement that his sales were made 
below cost and by the defense that 
he could not determine the cost of 
the closing inventory because, at the 
time of the initiation of the “turn- 
over” proceeding, the property had 
actually been liquidated and there- 
fore could not be physically exam- 
ined. The Chandler Act has made 
two important changes in this pro- 
cedure, lifting from the trustee the 
unrealistic burden of proof and 
properly imposing the burden of 
proof, as far as it can reasonably 
be done, upon the bankrupt. By Sec- 
tion 7, it is now provided that the 
bankrupt may be required by the 
Court, while the closing inventory 
is still on hand, to prepare and file 
with the Court a detailed statement 
of its cost. By Section 21, it is fur- 
ther provided that, unless the books 
and records of the bankrupt dis- 
close the cost, it shall be presumed 
that the sales during the account- 
ing period were made at not less 
than cost to the bankrupt. How- 
ever, this presumption may be re- 
butted by the bankrupt with proper 
proof, but he will no longer escape 
with the blanket explanation that he 
sold his merchandise below cost. 
This rebuttable presumption is fair 
to the bankrupt in that it gives him 
every benefit of a reasonable doubt. 
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It is proper to start with the assump- 
tion that even an embarrassed debtor 
does not normally sell his merchan- 
dise below its actual cost to him. 
Upon the dishonest bankrupt, it 
places the burden of a choice be- 
tween a turnover order for the short- 
age which the accounting may dis- 
close, or a frank and full statement 
of the disposition of his property. 
Where he has made large sales in 
bulk and out of the usual course of 
business, he will now be under pres- 
sure to disclose all of the facts and 
circumstances with regard thereto. 
Thus, it is expected that collusive 
arrangements between a bankrupt 
and “fence” will involve a consider- 
able risk both to the bankrupt and 
to the “fence,” and should be far 
less frequent. 

The Chandler Act also makes it 
clear that where the bankrupt is a 
corporation, its officers, directors or 
stockholders, or such of them as the 
Court may designate, shall perform 
the duties imposed upon a bankrupt 
by the Act. 

Section 14, which deals ‘with dis- 
charges, has been strengthened by 
providing that the bankrupt shall be 
denied his discharge, not only where 
he fails to keep books or records, 
but also where he fails to preserve 
his books or records, from which 
his financial condition and business 
transactions might be ascertained. 
This change is intended to meet the 
defense of bankrupts, often made, 
that missing books or records have 
been left in the place of business or 
were destroyed because no longer in 
current use. 

Some of you may be interested in 
a new method of dealing with dis- 
tribution in stockbrokerage bank- 
ruptcies. Under the prior law, the 
method of distribution was largely 
determined by the State law which 
fixed the legal relationship between 
a stockbroker and his margin cus- 
tomers. In Massachusetts, it is the 
law that a stockbroker is the debtor 


of his margin customers, while in 
New York and in the majority of 
jurisdictions, the stockbroker is, in 
effect, the pledgee of such customers. 


This fundamental difference in the 
legal concept of the relationship had 
created considerable confusion and 
inequities in stockbrokerage bank- 
ruptcies, when it became necessary 
to determine the rights of the various 
customers in the securities remaining 
on hand at the date of bankruptcy. 
It is now provided that, except 
where the securities are specifically 
ear-marked and set aside for a cus- 
tomer, all the securities remaining at 
the date of bankruptcy are to con- 
stitute a single and separate fund, 
and all the cash and margin cus- 
tomers, having no ear-marked securi- 
ties, are to constitute a single and 
separate class of creditors with the 
right to participate in such fund to 
the extent of their several “net equi- 
ties” in their accounts with the stock- 
broker. The “net equity” is to be 
determined by excluding the ear- 
marked securities which a customer 
may reclaim and by subtracting his 
indebtedness to the _ stockbroker 
from any sum which would have 
been owing by the stockbroker to 
him, had the stockbroker liquidated, 
on the date of bankruptcy, the re- 
maining securities or security com- 
mitments of the customer. Ac- 
countants will, no doubt, be called 
upon in such cases to set up the 
single and separate fund and the 
single and separate class of creditors 
entitled to participate in such fund, 
and to ascertain the “net equity” of 
each of such customers. 

In the corporate reorganization 
provisions of the Chandler Act, 
known as Chapter X, we find an 
abundance of occasion for calling 
upon accountants to render exten-. 
sive and important service. A dom- 
inating feature of this chapter is 
the requirement for investigation and 
information with regard to the acts, 
conduct, property, liabilities and 
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financial condition of the corporate 
debtor, the operation of its business 
and the desirability of its continu- 
ance, and the facts relevant to the 
formulation of a plan, including a 
forecast of the feasibility of restor- 
ing the debtor to a profit-paying 
basis. 

To begin with, the petition for re- 
organization must include a state- 
ment of the assets, liabilities and fi- 
nancial condition of the debtor. In 
connection with the showing of 
“good faith” in the filing of the peti- 
tion, the chapter provides that it 
must not be unreasonable to expect 
that a plan of reorganization can be 
effected. This information obviously 
will necessitate the services of an 
accountant. He will draw upon the 
data obtained from the books and 
records of the debtor as well as upon 
the data which may be furnished him 
by the management, so that he may 
set up, in as abbreviated a form as 
possible, the figures from which it 
can be determined whether the peti- 
tion reflects a reasonable basis for 
expecting a reorganization of the 
debtor. 

A debtor retained in possession is 
required to prepare and file detailed 
schedules of its creditors, stockhold- 
ers and property, and, where a 
trustee is appointed, the trustee 
must prepare and file complete lists 
of the creditors and_ stockholders. 
These schedules or lists will no 
doubt be prepared by accountants. 
Where the indebtedness is $250,000 
or over, the judge must appoint a 
trustee; but where the indebtedness 
is less than $250,000, he may retain 
the debtor in possession. However, 
where a debtor is retained in posses- 
sion, the judge may appoint an ex- 
aminer for the purpose of conducting 
the investigation and formulating a 
plan. The trustee or the examiner, 
as the case may be, may be required 
by the judge to investigate the prior 
acts and conduct of management 
and the property, liabilities and fi- 


nancial condition of the debtor, and 
report thereon to the judge, particu- 
larly with respect to any facts dis- 
closed pertaining to fraud, miscon- 
duct, mismanagement, irregularities, 
and causes of action available to the 
estate. However, the trustee or ex- 
aminer is required in every case to 
prepare and submit a brief statement 
of his investigation of the property, 
liabilities and financial condition of 
the debtor, the operation of its busi- 
ness and the desirability of its con- 
tinuance, to creditors, stockholders, 
indenture trustees, the Securities 
and Exchange Commission, and such 
other persons as the judge may de- 
signate. All these services will, of 
course, be actually performed for the 
trustee or examiner by an account- 
ant, and the chapter makes provision 
for the employment by the trustee or 
examiner, subject to the approval of 
the judge, of any persons whom he 
may deem necessary for the pur- 
poses of investigation and report. 

Where the business is operated 
by a trustee or a debtor in possession, 
reports thereof must be filed with 
the Court, at such intervals as the 
Court may designate, and a copy or 
summary of the annual report must 
be mailed to all creditors, indenture 
trustees and stockholders. The Se- 
curities and Exchange Commission 
may recommend the form of such 
report and summary. This is also a 
service which will be performed by 
accountants. 

The trustee is charged with the 
duty, and the examiner, if one is ap- 
pointed, may be charged with the 
duty, of preparing and filing a plan 
or a report of his reasons why a plan 
cannot be effected. In this phase of 
the proceeding, the services of an ac- 
countant would, of course, be vitally 
necessary. 

It may be noted that, where the in- 
debtedness exceeds $3,000,000, the 
judge is required to submit a plan or 
plans, deemed by him worthy of con- 
sideration, to the Securities and 
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Exchange Commission, and may do 
so where the indebtedness is $3,000,- 
000 or less. The Securities and Ex- 
change Commission is then required 
to examine and report on such plan 
or plans, but only in an advisory 
capacity. Thus, it may be expected 
that the reports of the trustee or the 
examiner and the audits of the ac- 
countants will be subjected to the 
examination and scrutiny of the Se- 
curities and Exchange Commission. 
It is therefore highly important that 
such reports and audits be prepared 
carefully and comprehensively. It is 
also conceivable that the speed of the 
proceeding and the prospect of ac- 
ceptance of the plan recommended 
will depend in a large measure upon 
the thoroughness and competence 
of the work of the accountant. 

While not mandatory, a plan may 
include a scheme of amortization for 
any indebtedness which under the 
plan is to extend for a period of more 
than five years. The retirement of a 
secured indebtedness may be by 
fixed payments, out of a sinking fund 
or otherwise, within the expected 
useful life of the security, or, if the 
indebtedness is unsecured or the ex- 
pected useful life of the security is 
not fairly ascertainable, then the re- 
tirement may be generally fixed 
within a specified reasonable time, 
not to exceed forty years. It may be 
expected that the Securities and Ex- 
change Commision will, as a matter 
of policy, recommend for inclusion 
in many plans a scheme of amortiza- 
tion of the nature just outlined. If 
such amortization is to be included 
in the plan, its setup will, no doubt, 
be another service to be performed 
by accountants. 

It is to be noted that, in liberalizing 
the procedure of a corporate reor- 
ganization, opportunity is afforded 
to all interests, individual and _ or- 
ganized, to participate in the formu- 
lation of the plan and in the admin- 
istration of the estate. Thus, 
suggestions for a plan, or a fully 


formulated plan, may be proposed by 
individual creditors, indenture 
trustees and stockholders, as well as 
by organized groups; and the chap- 
ter makes provision for compensa- 
tion for such services and _ for 
reimbursement of the costs and ex- 
penses of such persons or groups, 
where the services have actually con- 
tributed to the plan confirmed or to 
a refusal to confirm the plan, or were 
essentially beneficial to the admin- 
istration of the estate. 

Chapter XI deals with composi- 
tions and extensions, now called ar- 
rangements, of unsecured debts only. 
Chapter XII deals primarily and di- 
rectly with the adjustment of debts 
secured by real property owned by 
an individual or a partnership, and 
also with the unsecured debts where 
such debts are affected and it is 
necessary, for inclusiveness of the 
relief, to deal with them. Chapter 
XIII deals with the amortization of 
a wage-earner’s debts, secured as 
well as unsecured, except debts se- 
cured by real property, out of his 
future earnings. While there is need 
for considerable service of account- 
ants in proceedings under Chapters 
XI and XII, the scope and extent of 
such services are not as extensive as 
under Chapter X, because the pro- 
cedure under Chapters XI and XII 
is simpler and less complicated and 
the requirements for investigations 
and reports fewer. However, the 
prior activities of the debtor must 
now be fully investigated, and the 
adequacy of the settlement proposal 
ascertained. It may, therefore, be 
expected that the services of account- 
ants will be more generally employed 
and will be more extensive under 
these new chapters than under Sec- 
tion 12 or Section 74 of the prior law. 

Chapters X, XI, and XII, and also 
Chapter XIII, each provides for the 
exemption from income tax, either 
Federal or State, of “income or pro- 
fit” which may accrue or be realized 
as a result of the scaling of a debtor’s 
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indebtedness in the proceeding. The 
Treasury Department has accepted 
this exemption in principal, thus 
making properly effective the funda- 
mental objective of the reorganiza- 
tion or readjustment proceeding. 
However, the Department has suc- 
ceeded in having written into the Act 
several saving provisions. Properly 
enough, it is provided that the ex- 
emption may be denied where it 
appears that one of the principal pur- 
poses of the proceeding is the avoid- 
ance of income taxes. 


Another saving provision, in the: 


interest of the taxing agency, keeps 
open, for one year after the date of 
the filing of the petition, the right to 
assess and collect the income tax 
against the debtor or corporation 
formed or made use of for carrying 
out the plan or arrangement, where 
the debtor did not file a tax return 
which should have been filed before 
the date of the filing of the petition, 
or where the time for filing such re- 
turn or where the taxable year had 
not expired on such date. This pro- 
vision was originally proposed by the 
Treasury Department when the 
Chandler Bill contained a provision 
making Federal tax claims dis- 
chargeable. However, the Senate 
deleted the “dischargeability” pro- 
vision, but did not remove this sav- 
ing clause. Thus, except that it is 
declaratory of the law, this protective 
provision has now no particular sig- 
nificance. The right to assess and 
collect an income tax which may re- 
sult from the operation of the 
debtor’s business by a receiver, 
trustee or debtor in possession, dur- 
ing the pendency of the proceeding, 
is also made certain and clarified. 
The third saving provision deals 
with the “basis” or cost of property 
and provides that the “basis” of the 
debtor’s property or of any property 
of the debtor transferred to any per- 
son required to use the debtor’s 


“basis,” shall be decreased by an 
amount equal to the amount by 
which the debtor’s indebtedness has 
been scaled in the proceeding. Ob- 
viously, this provision is intended to 
avoid a double deduction. Where 
the exemption results from the re- 
organization or readjustment of the 
debt structure in a proceeding under 
the Act, the cost of the property 
dealt with by the plan or arrange- 
ment is, in the case of a subsequent 
sale of the property, to be decreased, 
for tax valuation purposes, by an 
amount equal to the amount of the 
indebtedness cancelled or reduced in 
the proceeding. This saving pro- 
vision parallels a like provision in 
the Revenue Act. Most regretfully, 
I am not qualified either by knowl- 
edge or experience, to discuss the 
technical features of the “basis” pro- 
vision and would not presume to do 
so before this expert body. Suffice it 
to indicate that this provision has 
given rise to considerable discussion, 
and that it presents difficulties and 
problems. Some of these problems 
will, no doubt, be cleared up by in- 
terpretative court decisions. The 
provision, however, may _ require 
amendment and it is only fair to 
state that the Treasury Department, 
which drafted this provision, has de- 
clared its willingness to cooperate, 
by regulation or by further legisla- 
tion, as may be necessary, in curing 
any inequities which may appear. 

From the foregoing rather sketchy 
summary, in which I have only 
briefly indicated some of the more 
important changes of interest to ac- 
countants, I believe it is amply ap- 
parent that the Chandler Act has in 
many important respects affected 
and extended the scope of the ser- 
vices to be rendered by accountants 
in proceedings in bankruptcy as well 
as in proceedings under Chapters X, 
XI, and XII. 
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By James M. RosEnBERG, Attorney at Law 


So first question that I want 
to address myself to is the first 
question that I would ask if I had 
not happened to have been studying 
the Chandler Act, and that is: What 
is it all about? When I say, “Chan- 
dler Act,” I do not mean “Chandler 
Act.” I mean Chapter X, namely, 
the reorganization chapter of that 
Act. I am going to discuss the re- 
organization feature which, I think, 
is the part of the Act with which 
you men are most concerned. Any- 
way, it is the only part of the Act 
on which I feel qualified to speak, 
because I have not as yet thoroughly 
studied the changes in the old bank- 
ruptcy act which appear in the other 
sections. 

Just what is this Chapter X? Is 
it, as rumor says, something entirely 
novel, something entirely new, 
a radical change in the whole 
business? As I hear you—or imagine 
that I hear you—ask that question, 
I think back to my college days and 
to a quatrain of Omar Khayyam 
which I used to like to recite. This 
is not the time for reciting poetry, 
perhaps, but it may make a break 
in all the serious discussion you 
men have had. The poem goes some- 
thing like this: 

Oh, love, could you and I conspire 

To grasp this sorry scheme of things entire 


Would we not shatter it to bits and then 
Remold it nearer to the heart’s desire. 


I recite that to tell you that bank- 
ruptcy practice has not been shat- 
tered to bits. I am speaking now 
of the reorganization chapter, and 
I shall continue to do so. The Chan- 
dler Act does not shatter the past 
to bits. It is, in my opinion, a for- 


ward step. Now, let me tell you, 
in very few words—and I think I 
can in very few words—what seem 
to me to be its essentials. When 
we ask what it is, what its essentials 
are, we have to answer that in terms 
of contrast—namely, in contrast 
with 77B. 

What is that contrast? It is this: 
Under the reorganization provisions 
of the Chandler Act, the initial plan 
must be filed by the disinterested 
trustee, the stranger, the man who 
has had no connection with the case. 
That trustee is appointed by the 
Court. I am dealing, as you will re- 
member from the preceding speakers, 
with cases of more than $250,000 
debt. Where the debt is less than 
that, the Court may or may not, at 
its discretion, appoint that independ- 
ent trustee or leave the debtor in 
control. Where the debt exceeds 
$250,000, the Court must appoint a 
trustee, and that trustee must be a 
stranger. Where the debt exceeds 
$3,000,000, the Court must refer a 
reorganization plan to the S.E.C. 


This is the difference in respect to 
the trustee—under the Chandler Act 
and under 77B. Under 77B, a re- 
organization proceeding took place, 
and the debtor could file a plan. 
Twenty-five percent of the class of 
creditors could file a plan. Today, 
the first plan must be filed by the 
trustee. That is a novel conception 
in American jurisprudence as to re- 
organization. I think it is a good 
one. There are pros and cons. I am 
not going to debate them at length, 
but I say I think it is a good one be- 
cause it means that the trustee’s 
plan is a plan that comes to the 
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entire body of security holders from 
a disinterested source. If there is 
anything that is the wellspring of 
justice, it is disinterestedness. No 
longer can the plan be filed by any 
group of creditors or the debtor in 
the first place. After the trustee files 
his plan, anyone may propose modi- 
fications or new plans, but that first 
plan must be filed by the trustee. 


In order, however, that he shall 
not write that plan out of his inner 
consciousness, lock himself up in an 
ivory tower and evolve what he 
thinks is the perfect plan—and there 
is no such thing as a perfect plan— 
the statute makes it clear that he 
must invite suggestions from all the 
parties interested, so that big and 
little may give suggestions. 


Here, then, we have the first de- 
parture from 77B, the first cleavage. 
Under the old 77B, the debtor could 
file a plan or twenty-five percent of 
the class of creditors could file a 
plan. Today, the first plan must be 
filed by the Court’s representative. 
The second point is this: When the 
debts exceed $3,000,000, the most 
the Court can do is to find that it 
deems the plan “worthy of consider- 
ation”; that is to say, the trustee in 
the big cases confers with the parties, 
big and small, if he is a sensible man, 
and finally he evolves a plan. After 
he has done that, he files it with the 
Court. There is then a_ hearing. 
Everybody can be heard. If the 
Court deems it “worthy of considera- 
tion”, it refers it to the S.E.C. for an 
advisory report. 


There you have two changes, two 
very important changes, two new 
agencies of the State which have 
been brought in. One is the in- 
dependent trustee, the disinterested 
neutral party, who is not only the 
old-style trustee or equity receiver, 
but who is the sponsor and parent of 
the original plan. The second is the 
S.E.C. in the big cases. In the cases 
of less than $3,000,000, the Court may 


call in the S.E.C., but it is not com- 
pelled to do so. 

There is a third very important 
change. The 77B practice contem- 
plated, and had as its essential pur- 
pose, the free play between all the 
groups, the powerful ones and the 
little ones, the free play of bargain- 
ing to evolve a plan—and not only 
to evolve a plan, but to put it 
through. The result was that when 
the plan came before the Court, it 
was agreed to, in many instances, by 
large percentages. That gave the 
Court the benefit of knowing how 
large numbers felt, but it subjected 
the Court, on the other hand, to the 


pressure of a “fait accompli,” which 
Courts are loath to upset. 
It also resulted in this: Under 


77B—and I want this to get before 
you very clearly—we could form a 
committee, you could form a com- 
mittee, there could be all the com- 
mittees that wanted to be formed. 
Bondholders and stockholders could 
circularize, could make all possible 
efforts—high-pressure efforts—hire 
solicitors, etc., to get deposits or 
proxies with them consenting to a 
plan. Each group could fight for its 
own prestige and power in order to 
force through its particular plan. 

That is over; at least, that is de- 
signed to be over and finished and 
done with. The framers of the 
Chandler Act reached the conviction 
that that method enabled the in- 
siders—the management, the bank- 
ers, the powerful interests—too 
greatly to control and dominate re- 
organizations. They wanted to 
democratize the proceedings. They 
wanted to make it a fair race for 
everyone, and not give what they 
called the insiders all the breaks. 
They wanted to take those breaks 
away from them. To accomplish 
that, they put into this Chandler re- 
organization statute provisions 
which accomplish the following: 

1. No committee, no group, can 
solicit consents, or conditional con- 
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sents, to a plan until it has first been 
approved by the Court. 

2. Consents to a plan which are 
obtained by committees under de- 
posit agreements prior to the filing 
of the plan, are invalid. 

I am, perhaps, not speaking with 
complete legal accuracy, and I hope 
that either my friend, Congressman 
Celler, or Mr. Weinstein will correct 
me if I have made any slip, but I 
think I have it in substance correct, 
and you may be sure that the Chan- 
dler Act, in its essence, differs from 
77B in that it seeks, so far as lan- 
guage can do it, to prevent the 
process of consents, of groups all 
lined up, armies all created, in ad- 
vance of the plan. It attempts—and 
I think succeeds in that attempt—to 
require that, before all those efforts 
may be made to secure consents to a 
plan, first the Court must find that it 
deems the plan worthy of considera- 
tion. 

Second, the S.E.C. must file its 
advisory report, and third, the Court 
must actually approve the plan, and 
only after that is this process of 
solicitation to go on. While proper 
efforts to secure proxies in advance 
of approval of a plan may be made 
such proxies, I repeat, are invalid if 
they are consents to a plan; also the 
Court has power to invalidate any 
proxies if it sees fit to do so. 

Those are very deep and far-reach- 
ing changes, and those, in my mind 
—brushing aside many important 
matters of detail which there is not 
time to discuss this evening and 
which must emerge from gradual 
study—if we look at this thing as a 
human document and try to see how 
it is going to work and try to see 
what the aims of its framers were, 
are the essential things. I repeat 
them. 

1. The independent trustee. 

2. The entirely novel conception 
in the American practice of reor- 
ganization that the trustee must file 
that initial plan. 


3. The place of the S.E.C. in the 
plan. 

4. The control over the parties so 
that they shall not, in advance of ap- 
proval of a plan, gain consents 
thereto. This, as you will perceive, 
does not break with tradition. It 
does not shatter the past to bits. It 
attempts to strengthen the courts 
and to give the home owners, bond- 
holders and stockholders a greater 
voice. 

Now, as to the place of accountants 
in this field of reorganization. I call 
your attention to the fact that ever 
since 1887, when the Interstate Com- 
merce Commission law was enacted 
in this country, government has 
more and more reached out its hand, 
and put its hands into what have in 
the past been considered private 
affairs. I venture to say—and I can 
prove the statement—that no matter 
whether it has been in times of peace 
or war, or depression or prosperity, 
or whether Republicans or Demo- 
crats have been in control, govern- 
ment has steadily increased its hand 
in the affairs of the private citizen. 

Whether it is workmen’s compen- 
sation, or tenement house laws, or 
fire laws, or labor laws, or the Fed- 
eral Communication Commission 
dealing with the radio, or statutes 
which have been sustained as to 
moving picture censorship, that is 
the steady path of government in a 
great industrial democracy, and it 
seems to be necessary because of the 
growth of the machine which in- 
creases day by day the complexity 
of life. 

Now, where does that fit in with 
you? I shall tell you where I think 
it fits in. The position of the S.E.C. 
in the reorganization activities in- 
troduces a new field of government 
for the purpose of protecting the 
public. If the S.E.C.’s conception of 
its duty in regard to reorganization, 
as the days of administration go by, 
is that its advisory function—and an 
advisory function is all that it is un- 
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der the statute—means that it has to 
write plans (and I do not think that 
will be its conception, but its advice 
can be very far-reaching), but if its 
conception goes very far into what 
is to be done, it will be apt to set up 
a very extensive accounting staff as 
a part of its advisory services in re- 
organization. 

It is my hope—and I should be 
very glad if Mr. Douglas were to 
happen to read what I am saying— 
that the S.E.C. will go very slow in 
that regard, and it is my suggestion 
to you gentlemen that not in your 
own interest for business for your- 
selves—though that enters into it— 
but in the interest of preventing the 
growth of bureaucracy, you, as ac- 
countants, take a very active part in 
the particular thing I am now dis- 
cussing. 

The two preceding speakers have 
made clear to you the manifold ways 
in which your profession is going to 
be needed in reorganization. The 
place where the employment of ac- 
countants is first, and most urgently, 
needed, is by the trustee. If trustees 
employ good accountants, and ac- 
countants render intelligent service, 
and if your accountants’ organiza- 
tions and associations throughout 
this country will put yourselves en 
rapport with Federal judges in this 
country so that it becomes automatic 
to have trustees engage competent 
accountants, you will render a ser- 
vice to yourselves, to your profes- 
sion, and—what is much more im- 
portant, because I am not here to tell 
you how to make a living; that is 
your job—you will render a service 
to the public by preventing the 
growth of an accounting bureaucracy 
attached to the S.E.C. 

I do not believe for a minute that 
Mr. Douglas wants such a thing. I 
think it is up to you men, however, 
as associations, to study that prob- 
lem—and I venture to say this very 
bluntly, after hearing what Con- 
gressman Celler has told you gentle- 


men, that in all the deliberations 
which brought about this Act, ac- 
countants of this country had no 
part. Frankly, that is to me a shock- 
ing fact. 

Here is Mr. Weinstein, a busy 
lawyer, who, I venture to say, has 
spent, as a matter of public service, 
half of his time for the last three 
years on that statute. I think that 
is an understatement, if anything. 
Your profession has got an inferiority 
complex, I think. You are more and 
more important in the affairs of re- 
organization. There is a decision by 
Justice Brandeis in the Supreme 
Court—I really wish I had looked it 
up before I came here—in which he 
wrote about the importance of ap- 
pointing not a master or a referee, 
not my profession—the law—but ap- 
pointing an auditor (I think that was 
the precise word he used) where, in 
a litigation, accounting facts were 
required. 

Take this Chandler Act as affect- 
ing your possibilities of service. Here 
is this provision in the smaller cases 
where trustees are not necessarily 
appointed—cases with debts of less 
than $250,000—the provision which 
creates an examiner. If you listened 
attentively—as I am sure you did— 
to Mr. Weinstein, you learned that 
the functions of that examiner are 
very far-reaching, and include speci- 
tically the power, under circum- 
stances set forth in the statute, to file 
the plan of reorganization. 

I think in that run-of-the-mill type 
of case which makes up a large por- 
tion of the financial tragedies of this 
country—the cases of $250,000 or 
less—there could be no better men to 
fill the position of examiners than 
members of your profession. Your 
studies of bookkeeping, balance 
sheets, profits, losses, your contacts 
with business, make you not mere 
bookkeepers, but very important 
factors in the complex industrial and 
economic life of the day. And you 
have got to treat yourselves as such, 
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not by saying you are such, but—if 
you do not mind my saying so—by 
doing the kind of things that the two 
preceding speakers have done. One 
in public life is a member of Con- 
gress, the other is a lawyer—work- 
ing, working, working for two or 
three years to get this statute 
through, and doing the best they can. 

I think that while it is not terrible 
that the word, “accountant,” is not 
in that statute, you men ought to go 
home a little ashamed of yourselves 
after hearing what Mr. Celler said to 
you on the subject. I think you are 
so important—and there are men in 
this room who have worked with me 
in important cases and who know 
how important I regard your ser- 
vices—that I think you should take a 
position of coordinate stature with 
that of the others when it comes to 
these matters. For, after all, while 
reorganization is a complex of legal 
questions—priorities, liens, prefer- 
ences, directors’ liability, and so on 
—it is even more a complex of finan- 
cial and economic matters, as to 
which you gentlemen are experts. 

Now, if you will give me a minute 
to look at my notes, I think I have 
covered what lies in my mind. I see 
two words here that suggest two 
more remarks. I think it was you, 
Mr. Celler, who spoke about applica- 
tions by too many applicants, and a 
plethora of accountants. I could ad- 
dress the Bar more than the ac- 
countants on what I am going to 
say now. 

The Chandler Act democratizes 
the proceedings in the manner in 
which Mr. Weinstein has described. 
It lets anybody come into the Court 
and file even the most fantastic ideas 
as plans and suggestions. If the 
Court thinks that those plans or ideas 
are any good, it has full power to 
compensate. In the Paramount case, 
Judge A. N. Hand refused to pay 
various people who asked for com- 
pensation for making suggestions. 


He said that, if he did so, floods of 
suggestions would come in. Well, I 
rather think that under the Chandler 
Act the floodgates are open. 

We lawyers and you brother-pro- 
fessionals must exercise  self-re- 
straint. If you find that a bondholder 
who owns two bonds of the X. Y. 
Manufacturing Company, out of 
$20,000,000 of bonds, wants to come 
in and retain you to be the Moses to 
lead that company out of the wilder- 
ness, to be the accountant for every- 
body, and if you find that the 
independent trustee has already re- 
tained first-class, disinterested, com- 
petent accountants, tell that little 
bondholder, “Not now’; do not let 
your name be bruited in the Court in 
an application to retain you when 
you know it is not necessary. 

I ought to say that to the lawyers, 
rather than to the accountants. You 
have more self-restraint in that re- 
gard than we lawyers have. Never- 
theless, the fact that anybody can 
come in and ask for the appointment 
of an accountant is going to lead to 
that kind of application, and I think 
both for lawyers who are going to be 
ambitious to be brilliant, wise fellows 
and make wonderful suggestions, 
and also for accountants, it should be 
said that we ought to restrain our 
natural enthusiasm and our inevit- 
able conviction that we are just the 
fellows who can do the job. 

I hope you won’t mind my having 
made those remarks which, I repeat, 
belong more, I think, to the Bar than 
to your profession. Now, the last 
word that I see as suggesting a re- 
mark—and on that I shall close—is 
the word, “Dewey.” I notice that 
Dewey’s campaign speeches—and I 
am not going to make one—have 
emphasized the tremendous value 
that the accountants have had in un- 
covering the crimes which he has 
successfully prosecuted. 

I can testify—and so can every 
other lawyer who has had anything 
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to do with complex reorganization— 
to the immense value of the services 
of your profession, and it is growing 
greater in our complex industrial 
scheme of life. I feel that the Chan- 
dler Act can enhance the value of 
your service, and the importance and 
stature of your position as profes- 
sionals, but it won't do it unless you 
men, not looking for rules of court 
to give you jobs, but looking for 
rules of court to help justice and 
help the investors, do the kind of 
thing, perform the kind of service 
that the two preceding speakers have 


performed. I never did a bit of that 
work, so that you can turn on me 
just the way I have done on you. Be- 
cause | have been lazy, and have not 
done the work which Brother Celler 
and Brother Weinstein have done, I 
do not feel a bit ashamed to tell you 
that I feel a bit guilty, and that I 
think you men ought to feel guilty, 
and that in the future, for the sake of 
your profession and for the sake of 
the public interest, you should, 
through committees of your num- 
bers, take a deep and active interest 
in these problems. 
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Some Questions and 


Answers on Federal 


Taxation 


By Committee on 


Some of the many interesting 
questions asked at the meeting on 
Federal Income Taxation which was 
held at the Waldorf-Astoria Hotel 
on November 21, 1938, are con- 
sidered to be of such general im- 
portance as to warrant their repro- 
duction for the benefit of the entire 
membership. 

These answers must be regarded 
as merely an expression of personal 
opinion and are furnished with the 
understanding that The New York 
State Society of Certified Public 
Accountants and the members of 
the Committee on Federal Taxation 
have disclaimed all responsibilty for 
the accuracy of the information 
given or the soundness of the views 
expressed, 

Question 1: Two brothers own 
52 and 48 per cent, respectively, of 
the capital stock of a corporation 
classified as a personal holding com- 
pany. During the year 1938 two 
sales of securities were made by the 
company to the majority stock- 
holder. On the first sale a profit of 
$3,000.00 was derived and on the 
second sale a loss of $2,000.00 was 
sustained. 

(1) Because of Section 24(b)(1)- 
(B), will the recognized profit be 
$1,000.00, or $3,000.00? 

(2) Will the answer be the same 
if both these sales were made to the 
minority stockholder? 

Answer: If these are two separate 
transactions, it is quite clear the 
profit is taxable. The loss is not 
allowable because it is made by a 
corporation to a stockholder in con- 
trol of the corporation within the 
meaning of the statute and for that 
purpose any one stockholder is 
deemed to own all the stock owned 


Federal Taxation 


by other members of the family, so 
that either brother is deemed to be 
a one hundred per cent stockholder. 

The question might be made a bit 
more complicated if the two blocks 
were sold in the same transaction, 
with a consequent net profit of 
$1,000.00. If we are required to tear 
apart the transaction to show a 
profit and a loss, the result is the 
same as above mentioned. If, how- 
ever, it is to be treated as a single 
indivisible transaction, then, of course, 
there was a profit, and only the net 
result was taxable. It would appear 
that a single transaction should not 
be torn apart, despite revenue agents’ 
practice to the contrary. 

With regard to the second part 
of the question, the answer will be 
the same, since, under the law, as 
previously indicated, both brothers 
are deemed to be 100% stockholders. 


Question 2: A certain taxpayer 
purchased stock in a transaction on 
which the vendor sustained a loss. 
The loss was disallowed because 
the purchaser and seller were closely 
related. The question is whether, 
since the loss was disallowed, the 
holding period of the stock in the 
hands of the purchaser includes the 
holding period in the hands of the 
seller. 


Answer: The answer is no. When 
a loss is disallowed in such a case, 
because of family relationship, etc., 
it is “just too bad”. 


Question 3: On a joint return of 
husband and wife, is there any au- 
thority in the new law for the off- 
setting of the recognized losses of 
one spouse against the recognized 
gains of the other with respect to 
the long-term gains and losses? 
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Answer: Long-term losses do not 
have to be offset against any par- 
ticular type of income. Subject to 
the limitations imposed by the al- 
ternative tax computation and, after 
application of the recognition per- 
centages of 6624% or 50%, as the 
case may be, long-term net losses, 
like ordinary deductions, may be 
offset against any type of income. 

If, however, one spouse has a 
long-term capital gain and the other 
a long-term capital loss, it appears 
necessary in order to compute the 
alternative tax under Section 117(c) 
to combine the long-term capital 
items and arrive at a net long-term 
capital gain or a net long-term capital 
loss, as the case may be, on a joint 
basis. 

It is noted, however, that Section 
117(c) uses the word “taxpayer”, 
which word is also used in 117(d)- 
(2) and 117(e) dealing with short- 
term capital losses. The analogy to 
the 1932 Act leads us to the recent 
adverse decision (December 12, 1938) 
by the Circuit Court of Appeals for 
the Second Circuit in the Pierce case, 
with a dissenting opinion by Judge 
L. Hand. 

The conclusion is that the statute 
is not free from ambiguity regard- 
ing the treatment of capital gains 
and losses in joint returns. It will 
be interesting to see whether these 
questions are clarified in the regula- 
tions. 


Question 4: In 1938, taxpayer sells 
a capital asset costing $50,000.00 
for $80,000.00, receiving one-half 
in cash and one-half in a note due 
in 1939. He reports the transaction 
in his 1938 return, showing the note 
at a fair value of $20,000.00, and 
hence reporting a capital gain of 
$10,000.00. Upon collecting the note 
in 1939, does he realize a capital or 
an ordinary gain of $20,000.00? 

Answer: The collection of a note, 
in the ordinary case, is neither a 
sale nor an exchange, and conse- 
quently can result in neither capital 


gain nor capital loss. There is an 
exception, of course, in connection 
with the retirement of a corporate 
obligation, but the exception does 
not apply here. 


Question 5: “A”, who is a salaried 
employee, sold in 1938 his former 
residence which he acquired 23 years 
ago at a cost of $10,000.00 for house 
and lot. Since 1924 the premises 
were rented, and “A” has taken de- 
preciation at 21%4% each year in his 
tax returns. Selling price is $10,300.- 
00 net after real estate broker’s 
commission, etc., are deducted. Is 
the gain classifiable as a capital gain 
under Section 117, or is the fact that 
“A” has deducted depreciation on 
the building sufficient to exclude the 
property as a capital asset under the 
last clause of Section 117(a)(1) of 
the 1938 Act? 

Answer: The Act does not make 
it clear whether a gain is to be allo- 
cated as between the periods for 
which the asset was held for differ- 
ent purposes. The Act does say that 
an asset used in a trade or business 
of a character subject to a deprecia- 
tion allowance is not a capital asset. 
It would appear that its use at the 
time of the sale is determinative, so 
that the building would not be a 
capital asset ; the land, of course, not 
being subject to depreciation allow- 
ance, would nevertheless be a capital 
asset. 


Question 6: “A” in 1930 purchases 
for investment land and building for 
$100,000.00 on which he gives a 
mortgage of $50,000.00. He also 
signs the bond. Property is fore- 
closed in 1937. Is this a capital loss 
or an ordinary loss under the 1936 
Act? 

Answer: The Commissioner has 
ruled that loss on foreclosure of 
property results in a capital loss to 
the mortgagor (I.T. 3135, C.B. 1937-2, 
p. 226). 

The Board of Tax Appeals has 


held that such losses are ordinary 
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losses (Hammel, memo opinion De- 
cember 30, 1937; Sol Greisler 37 
B.T.A. 542). These cases are on 
appeal, and we will have to wait for 
the court decisions for the deciding 
answer to the question. 


Question 7: “Company A suc- 
ceeded Company B in 1935 by taking 
over its assets and assuming its lia- 
bilities. For the net assets Company 
A issued to the stockholders of Com- 
pany B its own stock. In the new 
set-up of Company A we find: 

Company B’s assets. $50,000.00 

Goodwill (new) .... 10,000.00 


Total assets ...... $60,000.00 
$30,000.00 
Capital stock ...... 30,000.00 


Total liabilities 
and capital ..... $60,000.00 


In 1938 Company A decided to liqui- 
date and sold its assets to an out- 
sider. In the process of liquidating 
its liabilities, Company A reached 
an agreement with the creditors of 
predecessor Company B to cancel 
$5,000.00 of the original indebted- 
ness which is assumed in 1935. 
Would it be permitted to treat the 
$5,000.00 thus cancelled as a reduc- 
tion from the purchase price by 
crediting the new goodwill with this 
amount?” 

Answer: It is not at all probable 
that the cancellation of debt in 1938 
could be construed as a reduction of 
the 1935 purchase price. The pro- 
posal really is that the cancellation 
of the debt be dated back to the date 
of organization of Company A. The 
Treasury Department would hold, 
probably, that the date of cancella- 
tion of the debt would be controlling. 


Question 8: “A personal holding 
corporation whose capital stock is 
$100,000.00 and surplus $10,000.00 
desires to change from a New Jersey 
Corporation to a Delaware Corpora- 
tion. The cost of its stock is less 


than $100,000.00 to its stockholders. 
The newly formed Delaware corpora- 
tion issues its entire capital stock of 
$100,000.00 to the stockholders of the 
New Jersey corporation, and sets up 
a paid-in surplus of $10,000.00. The 
New Jersey corporation is then dis- 
solved. Is there any tax to either 
corporation or to the stockholders 
whether the transaction is called a 
reorganization or a dissolution?” 


Answer: It may be that there are 
some peculiar facts in connection 
with this proposed reorganization 
which may make it difficult to avoid 
taxability. However, they are not 
brought out in the question and the 
only answer that can be made to the 
question as it stands appears to be 
that the transaction as outlined 
could be carried through as a tax- 
free reorganization in every sense. 
There seems to be no need, in the 
circumstances, for producing a tax- 
able situation for either of the two 
corporations or for the stockholders 
of either corporation. 

There is some intimation that be- 
cause the corporation is “a personal 
holding corporation” a taxable situa- 
tion might exist, but against this is 
the fact that the general rules as to 
reorganizations and _ liquidations 
apply to all corporations alike. 


Question 9: Where a finance 
company makes a charge denoted on 
its books of account as “commissions” 
covering interest and services, would 
this income be considered as the 
equivalent of interest in determining 
whether or not the taxpayer com- 
pany comes within the gross income 
requirements of Title 1-A with re- 
spect to Personal Holding Com- 
panies? 

Answer: Prior to the enactment 
of the Revenue Act of 1938, it was 
thought that Title 1-A was directed 
at holding companies—the “incorpo- 
rated pocketbooks”—which hold 
stocks, bonds and similar income— 
producing property of the individual 
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incorporators and passively receive 
the retu:n from these investments. 
The application of Title 1-A to bona 
fide and legitimate operating com- 
panies was considered to be far from 
the intent of Congress. 

However, under Section 402(2) (b) 
of the 1938 Act, Congress has now 
excluded from the definition of “per- 
sonal holding company” certain li- 
censed finance companies. This 
change in the law leads to the con- 
clusion that the intention is to tax 
under Title 1-A those finance com- 
panies which do not fulfill the re- 
quirements laid down under Section 
402(2)(b), even though such com- 
panies are, by their very nature, 
operating companies. 

Accordingly, where the income of 
a finance company is clearly “inter- 
est”, it appears that such a company 
will classify as a personal holding 
company if it comes within the stock 
ownership requirements and is not 
an excluded finance company as de- 
fined in Section 402(2)(b). How- 
ever, where the income of a finance 
company consists not of pure inter- 
est items, but of what are known in 
the business as “service charges’’, it 
does not appear that such a company 
comes within the personal holding 
company category, although the 
Commissioner has in several cases 
attempted such a classification on 
the grounds that “service charges” 
represent “amounts received for the 
use of money loaned” and as such 
come within the definition of “inter- 
est” set forth in the Regulations. 

The question of whether “service 
charges” constitute “interest” has 
been before the courts many times, 
especially in cases involving the re- 
covery of deferred payments, where 
the defendants took the position that 
the difference between the cash pur- 
chase price and the time purchase 
price was interest and being interest 
was usurious, since the spread be- 
tween the two prices was greatly in 


excess of the lawful interest rate. 
In such cases, the courts have held 
that the service charge was not in- 
terest. 


Accordingly, where a finance com- 
pany’s gross income consists of serv- 
ice charges which include various 
elements such as interest, commis- 
sions, insurance, filing fees, etc., it 
does not appear that the Commis- 
sioner should designate such income 
as ‘interest” and classify the com- 
pany as a personal holding company. 
Where the Commissioner attempts 
such classification, the taxpayer has 
good grounds upon which to rely in 
contesting such action. 

It should be noted that the name 
given on the books to the income is 
not important, but that the real na- 
ture of the income is the controlling 
factor. Where the income is called 
“commissions” but comprises vari- 
ous elements such as charges for in- 
terest and services, it is not a proper 
classification of such income to des- 
ignate it solely as “interest”. 


Question 10: An American Cor- 
poration (Corporation A) owns the 
entire stock of a London Corpora- 
tion (Corporation B). Corporation 
A has taxable earnings in the United 
States for the calendar year 1938 and 
Corporation B now holds $50,000.00 
of current assets including cash not 
needed in the London business. 
Would Corporation A be liable for 
tax on profits accumulated beyond 
the reasonable needs of the business 
if all earnings were not distributed 
while Corporation B stock was held? 


Answer: Section 102(c) of the 
Revenue Act of 1938 provides as fol- 
lows: 

“The fact that the earnings or 
profits of a corporation are permit- 
ted to accumulate beyond the rea- 
sonable needs of the business shall 
be determinative of the purpose to 
avoid surtax upon shareholders 
unless the corporation by the clear 
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preponderance of the evidence 
shall prove to the contrary.” 


It is, therefore, apparent that the 
American Corporation must show a 
definite purpose in retaining its 
liquid assets in order to escape the 
tax under this section. The ques- 
tion naturally arises as to whether 
the liquid assets of Corporation B 
can be considered as liquid assets of 
Corporation A. 

This question can only be an- 
swered by the knowledge of the 
inter-corporate accounts, and the 
long-term plans of the taxpayer. 
The most vital thing possibly is the 
present status of inter-company ac- 
counts. If for instance Corporation 
B owes Corporation A $50,000.00 or 
more on open account, under the 
circumstances there is no reason why 
this amount should not be paid im- 
mediately and made available for 
dividend declaration of Corporation 
A. If, on the other hand, it was 
necessary to declare and pay a divi- 
dend by Corporation B in order to 
transfer the $50,000.00 to Corpora- 
tion A, there probably would be no 
liability under this section of the 
law. 


Question 11: Corporation A, in- 
corporated in New York, possesses 
100% control and ownership of Cor- 
poration B, incorporated in London, 
England. Corporation A’s net profit 
from operations before federal in- 
come tax is $17,500.00. Corporation 
B makes a net profit of $40,000.00 on 
which income it pays a British in- 
come tax of $10,000.00. Corporation 
B distributes $30,000.00 dividends to 
Corporation A, but Corporation A 
receives $22,500.00 ($30,000.00 less 
$7,500.00 tax paid at source to Brit- 
ish Government). Total income to 
A Corporation is $17,500.00 from 
operations, plus $22,500.00 dividends 
received from B Corporation. How 
is the U. S. tax computed? 


Answer: The question as given 
indicates a simple answer is expect- 
ed. The situation is one where, after 
computing tax under Section 13, a 
credit for foreign taxes deemed to 
have been paid is allowable under 
Section 131(f) of the law. In most 
cases where credits for foreign taxes 
are involved complications may be 
expected. For purposes of this ans- 
wer, we will assume that these do 
not exist, although they might in- 
clude the following: 


(1) Whether any part of the divi- 
dend was paid early in the year so 
that it might have come out of ac- 
cumulated earnings of prior years 
of the foreign subsidiary for which 
the British tax rate might have been 
less than 25%. One reason why this 
might have been so would be the 
possibility of the income for a pre- 
ceding year including non-taxable 
income in Great Britain or the 
British corporation being entitled to 
a deduction for an operating loss of 
a prior year. 


(2) Since the British tax year is 
from April 6 to April 5, it could 
never coincide with the tax year of 
an American corporation which must 
end on the last day of some month. 


Under the Biddle de- 
cision of the Supreme 
Court the dividend to be 
considered is $22,500.00 
and we may, therefore, 
disregard the theoretical 
gross of $30,000.00. There- 
fore, the net income sub- 
ject to federal income 
taxes would be $17,500.00 
from sources within the 
United States plus $22,- 
500.00 from sources with- 
out the United States, or $40,000.00 


The normal tax at 19% 
on this amount would be $ 7,600.00 
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Since the problem does 
not state that any divi- 
dends have been paid by 
the American company, 
we will assume that there 
is no dividend-paid credit 
for this or any other 
reason. 

Since the income from 
sources without the 
United States is 564% 
of the net income of the 
American company the 
credit for foreign tax 
would be limited to 


In view of the fact that 
the British tax paid by 
the subsidiary “upon or 
with respect to the ac- 
cumulated profits . 
from which such divi- 
dends were paid” exceeds 
the $4,275.00 there is no 
further limitation under 
Section 131(f). There- 
fore, the United States 
tax payable in this case, 
assuming the simple cal- 
culation indicated above, 


56%4% of $7,600.00 or.... $ 4,275.00 would be .............. 
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By Leonarp I. Houcuton, C.P.A. 


ELL, folks, all the rest of the 

noted speakers had three 
chances to make good _ speeches. 
First, they had a chance to prepare 
them. Second, they had a chance to 
make them. Third, as was an- 
nounced, they had a chance to revise 
them for publication. Certified Pub- 
lic Accountants are supposed to be 
very fair about all things and, there- 
fore, it being that I had no chance 
to prepare my speech and everybody 
had gotten filled up with a vast fund 
of technical information when I gave 
it, I think I ought to have at least 
the third chance, that is, to write it 
afterwards and thereby get down on 
paper the speech I wished I had 
made. So, here it is. 


I suppose I should address you as 
“my friends” but you might think 
I was a Democrat. Up where I live 
in the Adirondacks there are only 
two important Democrats in town. 
One is the Postmaster which ex- 
plains itself and the other is the 
Mayor. The Republicans had to 
elect a Democrat for the Mayor’s 
job because all the Republicans were 
tired out after having held all the 
offices for the last 100 years. 


You may not understand the rea- 
son why I was introduced as the 
“Will Rogers of the Accounting 
Profession”. You see I live in Sara- 
nac Lake and just on the edge of 
the village toward Lake Placid there 
is a large sanatorium and its name 
is the Will Rogers Memorial Hos- 
pital. It so happens that I live only 
about one-quarter of a mile away 
on the other side of Lake Flower. 
When these fellows were up at Inlet 
last spring they just naturally got 
to feeling pretty good and because 
I had to explain in quite simple 
terms with homely illustrations a 
few technical points which they 


didn’t understand somebody got the 
idea that I was something like Will 
kKogers. But Will Rogers was really 
a very smart man and I am nothing 
but an ordinary C.P.A. and probably 
just about as dumb as the rest of 
you fellows, perhaps dumber. 

You have heard a question ex- 
pounded and answered about the 
capital loss and gain on a half in- 
terest in a bull. The speaker said 
that a very prominent name was 
signed to the question. If the 
speaker had known that I was sit- 
ting on the left of Mr. Norman 
Webster he would have known that 
skullduggery was afoot and that the 
question originated in the Adiron- 
dacks. Joe Getz put in a very tech- 
nical question and signed the name 
of the person on his right. That was 
me. So I put in a question and 
signed the name of the person on 
my right. That was Mr. Webster. 
Never having attended one of your 
meetings in New York before I 
thought that this was the system 
of asking questions. Probably this 
is the second time I have been wrong 
in the last year or two. 

So, I hereby apologize to every- 
body for making a bull like that. 
Perhaps Mr. Webster and I are 
even now. When one goes the 300 
miles from Saranac Lake to New 
York he thinks he has gone a long 
way to attend an accountants’ meet- 
ing but Mr. Webster has taken that 
honor from me because he just flew 
in from Arizona this afternoon in 
order to be here tonight. 

Well, you have had quite a time 
with taxation and I guess you must 
have learned a lot here tonight. 
Probably you have learned a lot 
more than you can remember. This 
matter of taxation is causing a lot 
of trouble now-a-days and we do a 
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lot of talking about it. It looks to 
me as though we were talking about 
the effect and not the cause and as 
though we ought to talk less about 
taxes and more about economics be- 
cause it is the economical disturb- 
ance that is causing the rash of taxa- 
tion. It looks as though we have had 
a depression so long that we have 
forgotten that we still have one on 
our hands. One business index says 
that business is at 102 but I haven’t 
noticed it around the mountains and 
have failed to find any great surge 
of business recovery around the side- 
walks of old New York. 

When I think of this depression 
business I think of the story about 
some folks up in the woods who met 
a wildcat. They went out one morn- 
ing with a pair of horses and a sled 
to get some wood. One of them just 
happened to take along a rifle. It 
was just a single shot .22 so prob- 
ably it was some one of the men’s 
sons. Well, they got out in the 
woods and met a wildcat. The horses 
didn’t like the wildcat but the boy 
thought it was a good chance to use 
his rifle. So they all gathered around 
to watch the boy kill the cat. He 
shot it all right but somehow it 
didn’t take effect and the wild cat 
got wilder than ever. Meanwhile, 
while the gun was being reloaded, 
it developed that something had to 
be done about the cat. One of the 
men, being bold and brave, says, 
“T’ll take care of that fellow”, and 
he grabbed him by the hind legs and 
here is where the fun begins. It is 
all right to hold on to a wild cat’s 
hind legs but you have to be careful 
to keep his head and front feet as far 
away as possible. The only way to 
do this is to swing the cat and so he 
swung him and then he had to keep 
on swinging him. Then the gun got 
reloaded but nobody dared shoot the 
cat for fear they might shoot the 
man. Then the man hollered at the 
other men to get some stakes off the 
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sled and crack the wildcat on the 
head. They tried to do this but 
couldn’t seem to hit him and the man 
complained that they were not any 
good at swinging the clubs and the 
other men complained that he wasn’t 
any good at swinging the wildcat. 
After awhile somebody managed to 
sock the wildcat and stun him 
enough so that the .22 rifle could do 
its work, after which they all argued 
afterwards about how poor every- 
body else was at swinging the club 
or swinging the wildcat. 

This depression seems to be some- 
what like the wildcat. It started way 
back in 1929 which is longer back 
than some of you young fellows can 
remember. Mr. Hoover didn’t seem 
to be much good at killing the cat but 
about 1932 along came Mr. Roose- 
velt and he says, “Boys, if vou will 
just give me a chance I will take 
care of him.” Then he grabbed hold 
of his hind legs and began to swing 
him. Just why the President of the 
country should take the job of 
swinging the wildcat I don’t know 
but anyway he did and it looks as 
though he has been swinging him 
ever since. Meanwhile, he has been 
yelling at business to get out a club 
to hit him with and he has given Mr. 
Ickes a PWA club and Mr. Hopkins 
a WPA club and Mr. Morgenthau a 
sterilizing and de-sterilizing club 
and he has changed clubs from gold 
to silver and he has got in general a 
lot of clubs and a lot of men swing- 
ing them trying to kill the wildcat. 
But they don’t seem to be able to 
do it and folks are saying that the 
swinging isn’t being done right, | 
mean the swinging of the wildcat, 
and if he would do it different why 
they could do a better job. Other 
people say if he would drop the cat 
it would either die a natural death 
from dizziness or exhaustion or they 
could quickly land on it with both 
feet and finish it off. And so the 
wild cat is still being swung and 
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nobody seems to be able to smack it 
with a knockout. 

Now, this being an economic ques- 
tion, it would look as though the 
folks who are dealing most with 
economics would be asked to go to 
work on the wildcat. Now as far 
as I know the largest group of prac- 
tical economists in the country is the 
group of Certified Public Account- 


ants. Yet I haven’t heard that the 
American Institute or the New York 
State Society have yet been called on 
to do any club swinging. But it may 
be that after they hear about this 
speech in Washington there will be 
some such demand and if there is it 
would be up to you fellows to show 
your stuff. So, here is good luck to 
you. 
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Statement by Committees of American Institute of Accountants and 
New York State Society of Certified Public Accountants at a 
Meeting with the Honorable John J. Bennett, Jr., Attorney 
General of the State of New York, January 6, 1939 


A Committee of the Society in collaboration with a Committee of the American Institute 
of Accountants presented a statement at the hearing on January 6th called by John J. Bennett, 
Jr., Attorney General of the State of New York, to consider the preparation of financial state- 
ments of large corporations. This statement was prepared by a special committee appointed 
by the Board of Directors of the Society consisting of Victor H. Stempf, George Cochrane and 
Henry A. Horne, and a special committee of the American Institute appointed by the Execu- 
tive Committee consisting of Frederick H. Hurdman, Samuel J. Broad and John L. Carey. The 


statement follows: 


NDER date of December 23, 1938, 
the American Institute of Ac- 
countants and the New York State 
Society of Certified Public Account- 
ants received from the Honorable 
John J. Bennett, Jr., Attorney Gen- 
eral of the State of New York, letters 
inviting representatives of the or- 
ganizations named to attend a meet- 
ing at the State Office Building, 80 
Centre Street, New York, on January 
6, 1939. The purpose of the meeting 
was described in the letter of invita- 
tion as follows: 


“Recent investigations conducted by my 
office into such matters as the Whitney 
case, the Interstate Hosiery Company, 
McCaffrey and Company and the Coster- 
Musica case have revealed certain funda- 
mental weaknesses in the preparation of 
financial statements of large corporations. 
With the idea of correcting these weak- 
nesses in the future, I have decided to call 
a meeting of persons qualified to discuss 
the subject. 

“My purpose in writing you is to ask 
your cooperation. I, therefore, invite you 
to attend this meeting which will be held 
in the State Building, 80 Centre Street, 
New York City, on January 6th, 1939, at 
10 A.M. I would appreciate it if you would 
indicate to me your acceptance of this 
invitation. I would also welcome any sug- 
gestions you might make in connection 
with this contemplated conference. 


“Please furnish me with the names of 
any representatives of your organization 
who will attend and also others whose 
attendance you think might be helpful.” 


Newspaper announcements indi- 
cate that invitations to attend the 
meeting were also sent to the chair- 
man of the Grievance Committee and 
to the president of the Council on 


Accountancy, both appointed by the 
Regents of the University of the 
State of New York, to advise with 
the Department of Education and 
other public officers on questions re- 
lated to the certified public account- 
ant law of the state (article 57, Edu- 
cation Law). 


The Attorney General’s office has 
suggested that the representatives of 
the American Institute of Account- 
ants and of the New York State 
Society of Certified Public Account- 
ants prepare a written statement for 
presentation at the meeting. Com- 
mittees appointed to represent these 
organizations at the meeting have 
conferred, and in order to avoid repe- 
tition and duplication in their pre- 
pared statements, have decided to 
submit this joint statement of the 
views of both committees. 


Nature of Organizations 


Following is a brief descriptien of 
the nature of these two organiza- 
tions and their position in the ac- 
counting profession: The American 
Institute of Accountants, incorpo- 
rated under the laws of the District 
of Columbia, is the recognized 
national professional organization of 
certified public accountants. Its 
membership is about 5,100, including 
certified public accountants in every 
state and territory of the United 
States. Its headquarters are at 13 
East 41st Street, New York. It was 
organized in its present form in 1916 
as a direct successor of the Amer- 
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ican Association of Public Account- 
ants, founded in 1887. Its require- 
ments for admission are: 


1. Possession of a certified public 
accountant certificate, 


2. A high school education or its 
equivalent, 


3. A prescribed amount of public 
accounting experience, 


4. Passage of a technical examina- 
tion satisfactory to its board 
of examiners, 


as well, of course, as satisfactory 
references, including at least two 
members of the Institute, evidencing 
the good moral character and pro- 
fessional standing of the applicant. 


The activities of the Institute are 
generally similar to those of other 
professional societies. It maintains 
about forty committees dealing with 
technical, professional, and admin- 
istrative subjects. It owns the larg- 
est accounting library in this coun- 
try, including some 15,000 items, 
which indicates the extent of the 
existing literature on accounting and 
auditing, built up chiefly in the past 
30 years. The Institute publishes 
two monthly magazines, “The Jour- 
nal of Accountancy” and “The Cer- 
tified Public Accountant.” The na- 
ture of its work is fairly well reflected 
in a pamphlet entitled “A Year’s 
Work,” which is attached to this 
memorandum. Also attached to the 
memorandum is a copy of the By- 
laws and Rules of Professional Con- 
duct of the Institute. 

The New York State Society of 
Certified Public Accountants was 
founded in 1897. It is incorporated 
under the laws of the State of New 
York. Its membership is about 3,100. 
Requirements for admission are: 
possession of a certified public ac- 
countant certificate of the State of 
New York and submission of satis- 
factory references, evidencing good 
moral character and _ professional 
standing of the applicant. Its head- 


quarters are at 30 Broad Street, 
New York. The society maintains 
sixty committees, forty of which are 
so-called technical committees, each 
devoting itself to a special phase of 
accounting. It publishes a monthly 
magazine, “The New York Certified 
Public Accountant.” 

The general nature of the society’s 
work is indicated by a pamphlet 
about to be published entitled “Serv- 
ice to the Profession of Account- 
ancy,” page proofs of which are at- 
tached to this memorandum. The 
By-Laws and Rules of Professional 
Conduct of the New York State 
Society are also attached hereto. 

About 1,250 individuals are mem- 
bers of both the American Institute 
of Accountants and the New York 
State Society of Certified Public Ac- 
countants. Both organizations have 
adopted rules of professional con- 
duct and their by-laws contain pro- 
visions whereby members may be 
reprimanded, suspended, or expelled, 
after hearing, for conduct discredit- 
able to the profession of accountancy 
or for violations of the specific rules 
of conduct. 

The certified public accountant 
certificate, which is a requirement 
for admission to both bodies, is not 
a degree issued by them but is 
granted under authority of the laws 
of the several states. Applicants for 
the certified public accountant cer- 
tificate are required to submit evi- 
dence of preliminary education and 
accounting experience required by 
law, and must pass written examina- 
tions set by the state authorities. 
On the assumption that other per- 
sons present at this meeting may 
describe the provisions under which 
the certificate may be issued and 
may be suspended or revoked in the 
state of New York, we shall not at- 
tempt to describe these provisions in 
this memorandum. 

With this general description of 
the nature, purposes, and powers of 
the American Institute of Account- 
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ants and the New York State Society 
of Certified Public Accountants we 
may address ourselves to the ques- 
tion raised by the Attorney General. 


The Present Inquiry 


The Attorney General has called 
this meeting to discuss certain points 
related to financial statements of 
large corporations. 

The American Institute of Ac- 
countants has already announced 
publicly that it intends to review 
carefully customary auditing proce- 
dure in the light of recent revela- 
tions to determine what, if any, 
changes in procedure should be 
adopted by the accountancy profes- 
sion. The Securities and Exchange 
Commission, which from the incep- 
tion of its work has shown a keen 
interest in accounting procedure, 
commenced public hearings on Jan- 
uary 5th with the announced inten- 
tion of determining: 

1. The character, detail, and scope 
of the audit procedure followed in 
the preparation of the financial state- 
ments of McKesson & Robbins, Inc. 

2. The extent to which prevailing 
and generally accepted standards 
and requirements of audit procedure 
were adhered to and applied in the 
preparation of those financial state- 
ments. 

3. The adequacy of the safeguards 
inhering in said generally accepted 
practices and principles of audit 
procedure to assure reliability and 
accuracy of financial statements. 


Prior to the announcement that 
the Securities and Exchange Com- 
mission would conduct such _ hear- 
ings, representatives of the Ameri- 
can Institute of Accountants and of 
the New York State Society of Cer- 
tified Public Accountants had ar- 
ranged an informal conference with 
representatives of the S.E.C. to dis- 
cuss in a general way the character 
and scope of generally accepted audit 
procedure and the possibility of im- 


provements therein. This conference 
was held at Washington on January 
4th, and the representatives of the 
accountancy organizations offered 
full cooperation to the Commission 
in its study of this problem. The 
hearings which the S.E.C. has com- 
menced doubtless will develop in- 
formation which will be helpful in 
consideration of the general prob- 
lem. 

The attitude of the professional 
accountancy bodies is quite clear. 
They invite and welcome, as they 
have always done, suggestions from 
any and all sources looking to im- 
provement of auditing and account- 
ing procedure. They have endeav- 
ored for many years, as will be 
shown, to improve and refine the 
technique of auditing and to formu- 
late sound rules of accounting as a 
basis for the presentation of finan- 
cial statements. 


Present Standards of Auditing 
and Accounting 


Auditing and accounting proced- 
ure has evolved over the years and 
it naturally will continue in the pro- 
cess of evolution. For more than 
twenty years there has existed in 
this country a written outline of 
audit procedure which has been gen- 
erally accepted by the profession 
as standard practice. In 1917 the 
Federal Trade Commission _ re- 
quested the American Institute of 
Accountants to prepare a memo- 
randum on audit procedure which 
upon completion was published by 
the Federal Reserve Board under 
the title “Approved Methods for the 
Preparation of Balance-sheet State- 
ments.” The Federal Reserve Board 
recommended to all banking concerns 
throughout the country observance 
of the procedure in this memoran- 
dum, and thousands of copies were 
circulated, running through a num- 
ber of reprintings. 

Somewhat more than ten years 
later at the suggestion of the Insti- 


208 


Statement to Attorney General Bennett 


tute it was decided that a revision of 
this pamphlet should be undertaken. 
A committee of the American Insti- 
tute of Accountants was appointed 
for the purpose, and aiter many 
months of diligent effort submitted 
a revised pamphlet which was pub- 
lished by the Federal Reserve Board 
under the title “Verification of Fi- 
nancial Statements.” 

The latest revision was undertaken 
by the Institute in 1935, was pub- 
lished in January, 1936, under the 
title “Examination of Financial 
Statements by Independent Public 
Accountants,” and was recognized 
by the Federal Reserve Board as a 
successor to the preceding edition. 
The latest bulletin contains forty- 
one pages. At the time of its publi- 
cation it was distributed widely to 
newspapers and financial publica- 
tions. More than 50,000 copies have 
been distributed among accountants, 
bankers, stock exchanges, govern- 
ment officials, and others. Every 
effort has been made by the Institute 
to bring to the attention of the finan- 
cial public the fact that this bulletin 
represents customary and generally 
accepted auditing procedure. A copy 
is attached to this memorandum. 

In 1931 a committee of the Ameri- 
can Institute of Accountants was ap- 
pointed to cooperate with stock ex- 
changes in an endeavor to inform 
the public of the significance of 
financial statements, their value and 
their unavoidable limitations, and to 
make the accounts published by cor- 
porations more informative and 
authoritative. Correspondence  be- 
tween the Institute’s committee and 
representatives of the New York 
Stock Exchange resulted in agree- 
ment between the cooperating par- 
ties on certain basic accounting rules 
or principles. Also a_ suggested 
standard form of auditors’ report 
(commonly termed “the  certift- 
cate”), was agreed upon by the In- 
stitute committee and the Stock Ex- 
change as a satisfactory form of re- 


port if based on an examination of 
a character described in the bulletin 
outlining audit procedure to which 
reference is made above. 

The recommended form of audi- 
tors’ report or certificate is repro- 
duced on page 41 of the current issue 
of the pamphlet on auditing pro- 
cedure entitled “Examination of 
Financial Statements by Independ- 
ent Public Accountants,” a copy of 
which is attached hereto. 

After passage of the securities act 
of 1933 and the securities-exchange 
act of 1934, committees of the Ameri- 
can Institute of Accountants and of 
the New York State Society of Cer- 
tified Public Accountants were ap- 
pointed to cooperate in considera- 
tion of accounting problems under 
these acts, first with the Federal 
Trade Commission and then with 
the Securities and Exchange Com- 
mission. This cooperation has been 
very close and representatives of the 
S.E.C. have on occasion publicly 
acknowledged the assistance which 
the accounting societies have ren- 
dered them. Drafts of so-called ac- 
counting releases indicating de- 
cisions of the chief accountant of 
the S.E.C. on questions which have 
come before him have been regularly 
reviewed by and discussed with a 
committee of the Institute before 
publication. Frequent conferences 
between the committees of the ac- 
counting organizations and repre- 
sentatives of the S.E.C. have oc- 
curred in the past five years. 

Meanwhile, other committees of 
the Institute and the New York 
State Society have been studying 
various technical problems and pub- 
lishing reports thereon. 

In 1938 the American Institute of 
Accountants published a bulletin en- 
titled “A Statement of Accounting 
Principles,” prepared by Thomas H. 
Sanders of the Harvard Graduate 
School of Business Administration, 
Henry Rand Hatfield of the Uni- 


versity of California, and Underhill 
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Moore of the Yale University School 
of Law, under the auspices of the 
Haskins & Sells Foundation. This 
bulletin of 138 pages was described 
by the executive committee of the 
American Institute as a highly valu- 
able contribution to the discussion 
of accounting principles, with full 
realization that subsequent revisions 
would doubtless occur. It was widely 
distributed among newspapers and 
financial publications, and some 
20,000 copies have been distributed 
to accountants and others. 

The New York State Society of 
Certified Public Accountants has 
given particular attention to the 
subject of inventories, and in 1932 
adopted a resolution describing at 
some length the extent of the audi- 
tor’s responsibility for the item 
of inventories in financial statements 
examined by him. This resolution 
was entirely consistent with the sec- 
tions dealing with inventories in 
the current edition of the bulletin 
describing auditing procedure which 
has been mentioned above, but it 
elaborated thereon. The resolution 
was reaffirmed in 1934 with slight 
changes in phraseology, and was 
again reaffirmed as recently as No- 
vember, 1938. The resolution is as 
follows: 

“WHEREAS, It is desirable that the 
profession of accountancy in New York 
State should make clear the nature and 
extent of the responsibility assumed by the 


certified public accountant in respect to 
merchandise inventories; and 


WHEREAS, It is self-evident that the 
training and experience of a certified pub- 
lic accountant qualify him to investigate 
into the affairs of his clients to the extent 
that such affairs and the transactions in 
connection therewith are evidenced or in- 
dicated by books of account and other 
documents relating thereto but do not 
qualify him as a general appraiser or val- 
uer or as fitted to assume in any and all 
cases full responsibility for the physical 
quantities, description, quality, condition, 
marketability and valuation of merchan- 
dise inventories; therefore, be it 


RESOLVED: That it is the sense of 
The New York State Society of Certified 


Public Accountants that, if a certified pub- 
lic accountant reports on a balance sheet 
of a concern over his signature without 
qualification or special explanation as to 
the item of merchandise inventories con- 
tained therein, it shall imply that he has 
exercised care in his examination by mak- 
ing accounting tests and checks of the 
concern’s books of account and other avail- 
able records pertaining to merchandise in- 
ventories, that he has received all infor- 
mation and explanations he has required 
from the officers and employees respon- 
sible for the taking and valuation of the 
merchandise inventories, and so far as ac- 
counting methods permit, has _ satisfied 
himself as to their substantial correctness, 
but that, as regards the information and 
explanations he has required and as tc 
ownership, physical quantities, description, 
quality, condition, marketability and valu- 
ation of the merchandise, he has relied 
upon the representations of the concern’s 
management, subject to such checks as 
may have been obtainable from the rec- 
ords in respect thereto; and be it 


FURTHER RESOLVED: That it is 
the sense of this Society that, while the 
certified public accountant, through his ex- 
perience in various lines of industry, may 
be of value in. assisting and cooperating 
with the management of a concern in the 
supervision of a physical inventory taking, 
it should be clearly understood that in 
undertaking this work the certified public 
accountant does so only in his capacity as 
an accountant and does not assume respon- 
sibility as an appraiser or valuer for the 
physical quantities, description, quality, 
condition, marketability and valuation of 
the merchandise; and be it 


FURTHER RESOLVED: That the 
President of this Society is directed to send 
copies of the foregoing preamble and reso- 
lutions to those who in his opinion, would 
be interested in knowing the position on 
this subject taken by the accounting pro- 
fession in this State.” 


This resolution was widely circu- 
lated among bankers, credit men, 
and others, and was made available 
to the press. 

The New York State Society in 
January, 1933, also published a brief 
pamphlet entitled “Classification of 
Accountancy Services,” which de- 
scribes the nature of the various 
types of examinations which a public 
accountant may be called upon to per- 
form, and his responsibilities with 
respect to each. This pamphlet was 
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also made public. A copy is at- 
tached hereto. 

We have recited these facts to 
demonstrate that the accountancy 
profession has constantly and earn- 
estly reviewed its procedures and at- 
tempted to inform the public regard- 
ing them. 


Responsibility of Auditors 


Professional accountants, in spon- 
soring C.P.A. legislation, adopting 
codes of ethics, and establishing 
standards of procedure, have as- 
sumed heavy responsibilities, and by 
statute and court decision additional 
responsibilities have been imposed 
upon them. All reputable account- 
ants assume a responsibility to per- 
sons other than those who employ 
them. The greatest asset of a pub- 
lic accountant being his reputation 
for competence, care and integrity, 
it is essential that he guard that rep- 
utation with all diligence. The legal 
penalties imposed on accountants for 
fraud, deceit, or gross negligence are 
so severe that no practitioner would 
deliberately risk incurring them. 

The profession has attempted to 
emphasize the unavoidable limita- 
tions under which a public account- 
ant works. It should be stressed 
that the financial statements are pri- 
marily the representations of man- 
agement. The auditor’s function 
and definite responsibility is to un- 
dertake such work as will enable 
him to form and express a considered 
opinion as to the fairness and ade- 
quacy of the representations of man- 
agement. The auditor is neither an 
insurer nor a detective. As the judge 
in a famous British case (Kingston 
Cotton Mills case) once said, the 
auditor “was a watch dog but not a 
blood hound and was justified in be- 
lieving tried servants of the company 
in whom confidence was placed by 
the company.” In the same case, 
which has sometimes been called the 
“auditor’s charter,” the court said it 
was the duty of the auditor to bring 


to bear on the work he had to per- 
form that skill and caution which a 
reasonably competent, careful, and 
cautious auditor would use; that an 
auditor was not bound to be a de- 
tective or to approach his work with 
suspicion or with a foregone conclu- 
sion that there was something 
wrong. If there was anything calcu- 
lated to excite suspicion, the court 
said, it would be his duty to probe it 
to the bottom, but in the absence of 
anything of that kind he was bound 
only to be reasonably cautious and 
careful. 

In the publications referred to 
above an effort is made to explain 
that accounting is not a matter of 
mathematical accuracy, but largely 
of judgment and opinion. The ade- 
quacy of provision for depreciation, 
various types of reserves, and many 
other matters are not susceptible to 
precise measurement. The inde- 
pendent auditor is one whose train- 
ing and experience enable him to 
offer a competent opinion on the 
adequacy of the financial statements 
which he has examined and if his 
opinion is an honest one, based upon 
a reasonably careful and extensive 
examination, the courts have held he 
has performed his duty. 

It is significant that in most, if not 
all, the cases cited by the Attorney 
General and in other cases which 
have been adjudicated in which 
questions of auditing have been in- 
volved, it has been human behavior 
which has failed rather than the 
procedures commonly followed by 
auditors. The breakdown of the 
human element has shown itself 
both in collusive fraud on the part 
of managers or employees of the 
client company and, as in one re- 
cent case, in an apparent aberration 
on the part of an employee of the 
accounting firm. On the other hand, 
in all but a few cases the auditing 
procedures prescribed in the bulle- 
tin, “Examination of Financial State- 
ments by Independent Public Ac- 
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countants,” have proved adequate 
for the purposes for which they were 
intended. 

The undersigned committees be- 
lieve that in the absence of collusive 
fraud such procedures will almost 
always disclose any important irreg- 
ularities. Auditing procedures which 
could be presumed with any cer- 
tainty to detect collusive fraud in- 
variably would be much more exten- 
sive and much more costly. Burg- 
laries are not uncommon. They 
could probably be minimized if a 
police officer were stationed in every 
residence and in every warehouse. 
But the cost would be out of pro- 
portion to the gain. Less expensive 
protection satisfies most of us. The 
situation is much the same in the 
audit of accounts. There the task is 
to choose what reasonable  safe- 
guards are within the bounds of a 
prudent economy, even while recog- 
nizing that added protection could 
be afforded were cost not a factor to 
be considered. 

This is by no means to intimate 
that there can be no improvement 
in present practices. We repeat that 
the development of auditing proce- 
dure has been evolutionary, and no 
one claims that it has yet reached a 
state of perfection. 


Possible Improvements in Auditing 


In discussing possible improve- 
ments in auditing, it must be borne 
in mind that no uniform audit proce- 
dure can be applied to all companies 
alike. While fundamental rules of 
auditing can be set out in consider- 
able detail, there must remain a good 
deal of elasticity in application for 
the following reasons: 


(a) In companies with inadequate 
internal accounting control a much 
more extensive examination by the 
independent auditor is necessary 
than in the case of large companies 
with highly effective systems of in- 
ternal accounting control. In such 
cases, for example, the cashier will 


have no part in the entering of cus- 
tomers’ accounts or the preparation 
of their statements, and neither he 
nor the ledger keeper will have au- 
thority to issue or approve credits 
to customers; the clerk recording the 
labor time and preparing the payroll 
will not be permitted to handle the 
funds; approval and entry of vouch- 
ers will be made by others than the 
disbursing officer ; and stock records 
and inventory control will be kept 
independent of both the shipping and 
receiving departments. The extent 
to which these and other measures 
are practicable will naturally vary 
with the size of the organization and 
the personnel employed. 


(b) The nature of operations of 
various types of business is so widely 
different that general rules of audit- 
ing procedure must be applied in 
varying degrees in each case. Ina 
manufacturing or trading business, 
for instance, inventories are of rela- 
tively great importance in both the 
balance sheet and the statement of 
income; in an investment irust the 
confirmation of investment securi- 
ties and the income therefrom are of 
prime importance; while in a public 
utility, questions involving the fixed 
assets, funded debt, plant additions, 
maintenance and fixed charges re- 
quire particular attention. 


It is therefore extremely doubtful 
whether any legislation or inflexible 
rules on the scope of audits would be 
practicable. 


Inventories 


There have been published re- 
cently in newspapers various sugges- 
tions regarding improvements in au- 
diting procedure chiefly centering 
about inventories and accounts re- 
ceivable. The accountant can do 


much through an examination of the 
accounting records and supporting 
documents to check the values and 
In fact, 

State- 


quantities of inventories. 
“Examination of Financial 
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ments by Independent Public Ac- 
countants,” contains 24 paragraphs 
of suggested procedures in connec- 
tion with inventories, approximately 
double the number relating to any 
other item on the balance sheet. In 
some cases it is possible for the audi- 
tor to supervise the physical count 
and tabulation of inventories, but in 
other cases it would be positively 
misleading, in our opinion, for an 
accountant to assume full responsi- 
bility for identification of items with 
respect to quality, quantity and con- 
dition of inventories. No one not a 
specialist in the type of business con- 
cerned, for example, could vouch for 
an inventory of ores, textiles or leaf 
tobacco. It has been suggested that 
auditors might employ experts in 
various fields to verify inventories 
for them, but such a procedure would 
mean merely acceptance by the audi- 
tor of another person’s opinion. 
While no recommendations can be 
made with confidence at this time, 
the American Institute of Account- 
ants and the New York State Society 
of Certified Public Accountants will 
continue to give careful considera- 
tion to this inventory problem. 


Accounts Receivable 


It has also been suggested in the 
newspapers that compulsory con- 
firmation of accounts” receivable 
might be desizable. As stated in the 
bulletin, “Examination of Financial 
Statements by Independent Public 
Accountants,” confirmation of ac- 
counts receivable by direct com- 
munication with the debtor is one 
of the most effective means of dis- 
closing irregularities. In cases in 
which there are many thousands of 
outstanding accounts, this procedure 
will be costly unless reliance is 
placed on a test check. If there is 
other credible evidence of the ex- 
istence and collectibility of accounts 
receivable, and there is no suspicion 
of any irregularity, auditors do not 
always feel it necessary to insist that 
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their clients incur the expense of 
direct confirmation by mail. Con- 
tinued consideration will be given to 
this problem by the accounting or- 
ganizations, in the hope that practic- 
able recommendations will emerge. 


Method of Appointment of Auditors 


It has also been widely suggested 
that the auditor should be elected by 
stockholders rather than be ap- 
pointed by the management. We 
think well of this suggestion, for 
which there is a precedent in some 
foreign countries, in the Pennsyl- 
vania corporation code. and in in- 
dividual companies in this country. 

Under the English companies act. 
the auditor is appointed by the share- 
holders at each annual meeting, and 
if any one proposes a change of audi- 
tor notice must be given the share- 
holder before the meeting. The au- 
ditor reports to the shareholders on 
the accounts which he examines, and 
has the statutory right of access to 
the books and accounts at all times. 
He may also require from directors 
and officers information and ex»la- 
nations he desires. The auditor is 
permitted to attend any general 
meeting of the company where the 
accounts on which he has reported 
are required to be presented, and to 
make any statement or explanation 
he desires with respect to the ac- 
counts. 

Some accountants would prefer 
the appointment of auditors directly 
by the board of directors. They 
argue that under present conditions 
the stockholders who elect the di- 
reetors themselves would undoubt- 
edly also elect an auditor of the di- 
rectors’ choice. While this is doubt- 
less true, if the auditor were respon- 
sible solely to stockholders it might 
strengthen his position in that he 
could not be arbitrarily dismissed 
in the event of difference of opinion 
with the management or with the di- 
rectors regarding either the scope of 
his examination or the accounting 
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treatment of specific items. A change 
of this nature in the method of ap- 
pointment of auditors might be ac- 
complished by legislation or by vol- 
untary amendment of corporation 
by-laws. 

In any case it would be extremely 
desirable if the auditor were ap- 
pointed at the beginning of the year 
for which he is to examine the ac- 
counts rather than, as is often the 
case at present, after the close of the 
year for which the accounts are to 
be reviewed. If the auditor were ap- 
pointed early in the year he might do 
a good deal of his work during the 
course of the year, and with the right 
of access to the books and records at 
all times his work might be more 
effective. This does not necessarily 
mean that his work would be more 
extensive than otherwise. 

It also appears desirable that closer 
relations be established between au- 
ditors and boards of directors. It 
would be a wholesome practice if 
auditors were more generally invited 
to attend meetings of the board of 
directors at which accounting mat- 
ters are to be discussed. Directors 
should understand the scope of the 
auditor’s examination, and he should 
be in a position to explain to them 
the extent to which. he can assume 
responsibility and to discuss with 
them any items which seem to re- 
quire discussion. Auditors should 
be informed of any suspicion enter- 
tained by any director regarding ac- 
tivities of any officer or employee of 
the company. 


Natural Business Year 


Wider adoption of what has been 
called the natural business year 
might also increase the effectiveness 
of audits. The natural business year 
is that twelve-month period which 
most accurately reflects the natural 
cycle of operations of the company 
concerned. In other words, it is that 
period which ends when the greatest 
activity of the company has passed, 


when inventories and accounts re- 
ceivable are at the lowest point and 
when the company as a whole is in 
its most liquid condition. At this 
time the mechanical difficulties of an 
audit are naturally less than at oth- 
ers because most of the year’s trans- 
actions have been completed. The 
factor of estimate and opinion is re- 
quired in less degree also because, 
for example, the adequacy of re- 
serves for bad debts can be judged 
more successfully if the number of 
outstanding accounts is small. 

It has been found that most busi- 
ness enterprises have a natural busi- 
ness year, though only a relatively 
few have adopted it as a fiscal vear 
for accounting purposes. <A great 
majority of corporations continue to 
close their accounts arbitrarily at 
December 31st, even if that date 
finds them in the midst of their busi- 
est season. Officers of the S.F.C. 
the New York Stock Exchange and 
National Association of Credit Men 
the Robert Morris Associates, the 
National Association of Cost Ac- 
countants, and many other groups 
have endorsed the principle of the 
natural business year. Leaders in 
many trades and industries—such as 
the department stores, packing com- 
panies, and manufacturers of agri- 
cultural implements—have adopted 
as their fiscal years natural business 
years ending at dates other than De- 
cember 31st. 


Internal Control. 


It should be reiterated that an im- 
portant factor to be considered by 
an accountant in formulating his 
program is the nature and extent of 
the internal check and control in the 
organization under examination. The 
more effective a company’s system 
of accounting and internal control 
the less extensive will be the detailed 
checking necessary. 

The term “internal check and con- 
trol” is used to describe those meas- 
ures and methods adopted within the 
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organization itself to safeguard the 
cash and other assets of the company 
as well as to check the clerical ac- 
curacy of the bookkeeping. The 
safeguards will cover such matters 
as the handling of incoming mail and 
remittances, the proceeds of cash 
sales, the preparation and payment 
of payrolls and the disbursement of 
funds generally, and the receipt and 
shipment of goods. These safe- 
guards will frequently take the form 
of a definite segregation of duties or 
the utilization of mechanical devices. 
Their determination and utilization 
usually come under the supervision 
and direction of a controller or simi- 
lar officer of the corporation, and the 
strengthening of his position would 
add to the effectiveness of the inter- 
nal control. To function most effect- 
ively, it seems desirable that this 
officer should be independent of 
other officers of the organization by 
being made directly responsible to 
the Board of Directors. 


Conclusion 


As further facts are developed by 
inquiries at present under way the 


various matters relating to auditing 
procedures involved will continue to 
receive our active consideration with 
a view to recommending such steps 
as seem justified. In the meantime, 
we shall gladly endeavor to respond 
to questions relating to current au- 
diting and accounting practice, and 
will welcome suggestions from the 
Attorney General or from others as 
to ways in which these practices may 
be improved. 


Respectfully submitted, 
For the American Institute of Ac- 
countants: 


FreDERICK H. HurpMAN, Acting 
Chairman Executive Committee 


SAMUEL J. Broap, Member Com- 
mittee on Accounting Procedure 


Joun L. Carey, Secretary 
For the New York State Society of 
Certified Public Accountants : 


Victor H. Stempr, Acting Presi- 
dent 
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